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THE  CONDITION  OF  THE  BANKING  AND 
THRIFT  INDUSTRIES  AND  THEIR  INSUR- 
ANCE FUNDS 


WEDNESDAY,  JANUARY  27,  1993 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Washington,  DC. 

The  committee  met  at  10:05  a.m.,  in  room  562  of  the  Dirksen 
Senate  Office  Building,  Senator  Donald  W.  Riegle,  Jr.  (chairman  of 
the  committee)  presiding. 

OPENING  STATEMENT  OF  CHAIRMAN  DONALD  W.  RIEGLE,  JR. 

The  Chairman.  Let  me  welcome  all  those  in  attendance  this 
morning.  We  are  not  able  to  meet  in  the  normal  Banking  Commit- 
tee hearing  room  because  that  room  is  undergoing  a  refurbishing 
effort.  It  should  be  completed  shortly.  So  we  are  in  a  smaller  room 
today  and  we  have  a  capacity  crowd. 

Let  me  just  invite  everybody  to  make  the  best  of  the  size  of  the 
room  we  have  today  and  try  to  find  seats,  and  we  will  try  to  move 
along  and  make  sure  that  our  witnesses  and  all  who  speak  do  so 
in  a  fashion  where  they  can  be  heard  throughout  the  room  for  ev- 
eryone in  attendance. 

Let  me  welcome  the  members  of  the  committee.  I  am  going  to 
make  an  opening  comment  with  respect  to  our  witnesses  this  morn- 
ing, and  then  I  want  to  briefly  touch  on  agenda  items  that  we  will 
be  dealing  with  out  over  the  next  3  or  4  weeks,  generally,  just  as 
a  sense  for  what's  coming  down  the  track.  Then  I  will  call  on  the 
other  members  that  are  here  for  brief  opening  comments,  and  then 
we  will  go  to  our  witnesses. 

This  morning,  the  committee  is  meeting  to  consider  the  condition 
of  the  banking  and  the  thrift  industries  and  the  related  condition 
of  the  deposit  insurance  system.  For  the  past  several  years,  the 
committee  has  reviewed  these  topics  semiannually  and  is  doing  so 
again  today. 

In  prior  years,  these  hearings  have  offered  little  good  news.  We 
heard  about  mounting  losses,  rising  numbers  of  problem  institu- 
tions, insolvent  insurance  funds,  and  growing  taxpayer  liability. 
But  today,  the  outlook  for  America's  banking  and  thrift  industries 
has  improved  and  is  brighter  now  than  it  has  been  for  many  years. 

Banks  and  thrifts  are  enjoying  at  this  time  record  profits.  Capital 
levels  are  higher  than  they  have  been  in  decades,  and  they  are  con- 
tinuing to  improve.  And  credit  quality  is  generally  improving. 

(1) 


But  there  are  still  significant  troubled  spots  and  we  are  not  yet 
out  of  the  woods  on  these  issues.  Specifically,  the  Resolution  Trust 
Corporation  remains  unfunded  and  many  failed  thrift  institutions 
with  mounting  losses  remain  open  until  they  can  be  officially 
closed.  The  RTC  has  estimated  the  cost  of  delaying  the  closure  of 
these  institutions  at  about  $6  million  a  day. 

This  committee  last  year  passed  the  funding  that  was  requested 
for  that  purpose.  But  the  House  was  unwilling  to  act  on  it,  so  that 
still  remains  to  be  done. 

Moreover,  the  Bank  Insurance  Fund  remains  empty,  and  in  turn 
is  dependent  upon  a  taxpayer-backed  line  of  credit.  The  insurance 
fund  is  tens  of  billions  of  dollars  short  of  its  required  reserve  level. 
The  plan  that  we've  put  in  place  by  law  is  to  build  those  reserves 
back  up  over  time,  but  that  still  remains  to  be  done  in  future  years. 

Our  witnesses  this  morning  are  very  well  known  to  this  commit- 
tee. Mr.  Charles  Bowsher,  who  is  the  Comptroller  General  of  the 
United  States.  And  we  have  Dr.  Reischauer  here  this  morning  on 
the  second  panel  in  his  capacity  as  Director  of  the  Congressional 
Budget  Office. 

I  would  say  Mr.  Bowsher  and  Mr.  Reischauer  are  two  of  the  most 
respected  individuals  on  the  condition  of  the  banking  and  thrift  in- 
dustries and  on  the  Federal  deposit  insurance  system.  Both  have 
consistently  given  this  committee  thoughtful  and  responsible  ad- 
vice, which  we  highly  value  and  we'll  welcome  their  testimony 
again  this  morning. 

In  recent  months,  the  banking  industry  has  been  expressing  to 
members  of  this  committee  its  desire  for  reductions  in  what  is 
called  "regulatory  burden."  I  believe  this  committee  and  the  Con- 
gress will  support  responsible  efforts  to  improve  the  efficiency  of 
the  bank  regulatory  system.  But  I  am  concerned  that  some  in  the 
industry  may  be  using  the  banner  of  regulatory  burden  and  burden 
reduction  to  perhaps  obscure  an  agenda  that  runs  contrary  to  cer- 
tain interests  of  America's  taxpayers  and  consumers. 

Significantly,  our  witnesses  this  morning  both  sound  notes  of 
caution  with  respect  to  current  calls  for  deregulation.  Dr. 
Reischauer  in  his  testimony  today  says,  among  other  things,  and 
I  quote: 

The  stricter  regulators  are  in  the  short  run  in  supervising  both  insured  deposi- 
tories and  closing  institutions  that  become  insolvent,  the  stronger  the  industry  will 
be  in  the  long  run.  Conversely,  the  more  lenient  regulators  are  now,  the  weaker  the 
industry  will  oe  later. 

That's  found  on  page  14  of  his  testimony. 

In  a  similar  vein,  Mr.  Bowsher  today  asserts,  and  I  quote  him: 

A  healthy  banking  industry  is  the  best  support  for  the  economy,  and  it  would  be 
foolish  in  my  opinion  to  attempt  to  periodically  weaken  and  then  tighten  bank  regu- 
lation in  response  to  recession  and  inflation. 

That's  found  on  page  63. 

I  know  we  will  have  many  questions  for  these  witnesses  and  we 
look  forward  to  their  formal  testimony. 

Now  just  to  look  ahead,  I  thought  it  would  be  helpful  for  the 
members  if  I  just  took  a  minute  to  outline  our  agenda  for  the  next 
few  weeks,  and  particularly  four  items  on  what  I  would  call  the 
near  horizon. 


First,  we  are  going  to  continue  to  review  and  act  on  presidential 
nominations.  And  within  the  next  3  months,  the  CHnton  adminis- 
tration may  have  over  50  separate  appointments  that  will  come  be- 
fore this  committee,  where  we  will  have  hearings  that  we  must 
conduct  and  action  we  will  have  to  take  in  acting  on  those  nomina- 
tions. So  that  will  be  a  very  busy  part  of  our  agenda. 

Second,  as  soon  as  the  President  sends  us  a  proposal,  we  will  act 
expeditiously  to  provide  the  needed  funding  for  the  Resolution 
Trust  Corporation,  which  I  have  already  mentioned  as  an  outstand- 
ing matter  of  some  urgency. 

Third,  after  this  initial  hearing,  the  committee  will  hold  a  series 
of  hearings  on  access  to  capital  in  low-income,  minority,  and  dis- 
tressed communities.  These  hearings  will  explore  the  causes  and 
the  effects  of  barriers  to  capital  in  these  communities  and  how  we 
can  develop  a  comprehensive  Federal  strategy  to  address  the  prob- 
lem. 

On  February  3,  the  committee  will  examine  community  develop- 
ment lending.  At  that  hearing,  we  will  explore  the  capital  and  de- 
velopment needs  of  economically  distressed  communities  and  low- 
income  populations.  We  will  examine  how  community  development 
banks  and  other  community-based  institutions  can  help  meet  these 
needs. 

Then  on  February  17,  the  committee  will  hold  a  hearing  on  re- 
verse redlining  in  the  home  loan  equity  market.  Redlining,  as  ev- 
eryone knows,  is  the  practice  of  denying  credit  in  minority  or  low- 
income  neighborhoods.  Reverse  redlining  is  the  term  we  are  using 
to  identify  the  practice  of  providing  credit  in  those  neighborhoods, 
but  only  on  abusive  terms,  thereby  taking  advantage  of  unsophisti- 
cated borrowers  or  borrowers  that  may  have  no  other  place  to  turn. 

On  February  24,  the  committee  will  hold  a  hearing  on  mortgage 
and  other  lending  discrimination.  Last  October,  data  from  Federal 
Reserve  confirmed  our  belief  that  discrimination  continues  to  be  a 
very  serious  problem  in  the  market  for  home  mortgage  credit.  In 
fact,  a  study  by  the  Boston  Federal  Reserve  Bank  has  revealed  that 
even  after  taking  into  account  all  legitimate  credit  factors,  minority 
mortgage  applicants  are  60  percent  more  likely  to  be  rejected  than 
comparable  white  applicants. 

So  the  committee  will  hear  from  community  groups.  We  will  hear 
from  the  Boston  Federal  Reserve  Bank  on  their  study,  and  the  Fed- 
eral regulators  on  the  scope  of  this  discrimination  problem  and  how 
we  can  improve  enforcement  of  antidiscrimination  laws  because  we 
can't  have  that.  And  there  is  no  reason  why  we  should  tolerate  it 
continuing. 

Fourth  and  finally,  the  committee  will  meet  on  February  18  to 
hear  the  Federal  Reserve's  semiannual  monetary  policy  report  as 
required  by  the  Humphrey-Hawkins  Act,  and  I  think  what  the  Fed 
will  have  to  say  that  day  will  be  very  important  with  respect  to 
what  the  economic  outlook  is  apt  to  be  and  how  that  should  be  seen 
in  conjunction  with  an  economic  stimulus  package  that  we'll  be  re- 
ceiving from  the  Clinton  administration. 

So  we  have  got  a  lot  of  work  ahead  of  us  and  it  will  be  a  busy 
month  of  February  with  those  items  on  the  agenda. 

With  that,  let  me  call  on  the  Ranking  Minority  Member,  Mr, 
D'Amato. 


OPENING  STATEMENT  OF  ALFONSE  M.  D'AMATO 

Senator  D'Amato.  Thank  you  very  much,  Mr.  Chairman.  I  join 
you  in  welcoming  our  Comptroller  Greneral  Bowsher  here. 

Mr.  Chairman,  the  first  9  months  of  1992,  banks  earned  $24.1 
billion  and  the  industry  is  expected  to  earn  record  profits  for  the 
year.  Not  only  are  profits  at  a  record  high,  but  capital  ratios,  at  7.4 
percent,  are  at  their  highest  level  since  1966. 

Bankers  may  like  the  sound  of  these  new  records,  but  they  must 
also  rely  on  bank  credit.  Small  businesses  are  singing  the  blues. 
The  almost  $3.5  trillion  in  bank  assets,  only  I5V2  percent  are 
loaned  out  to  businesses.  The  amount  of  commercial  loans  is  also 
down  6  percent  from  a  year  ago  and  down  12  percent  since  the  end 
of  1990. 

So  while  business  loans  are  way  down,  investments  in  Govern- 
ment securities  are  way  up.  Banks  have  invested  $760  billion  in  se- 
curities, almost  22  percent  of  assets.  In  fact,  banks  have  invested 
$220  billion  more  in  securities  than  in  commercial  and  industrial 
loans.  In  the  last  2  years.  Uncle  Sam  has  become  a  commercial 
bank's  best  customer. 

Now,  there  is  something  wrong  with  bank  regulations  that  seem 
to  discourage  banks  fi^om  taking  traditional  credit  risks  yet  may 
encourage  banks  to  take  interest  rate  risks.  The  steep  yield  curve 
has  helped  banks  to  earn  steep  profits.  So  we  have  to  be  careful 
that  the  banking  system  won't  be  flattened  when  the  yield  curve 
goes  down. 

Recent  record  profits,  however,  do  not  erase  the  record  number 
of  bank  and  thrift  failures  in  the  past  several  years.  Massive  losses 
in  the  savings  and  loan  industry  have  cost  the  American  taxpayers 
billions  of  dollars.  Losses  in  the  banking  industry  have  depleted  the 
Bank  Insurance  Fund  and  have  required  Congress  to  increase  the 
FDIC's  line  of  credit  with  the  Treasury  from  $5  billion  to  $30  bil- 
lion to  cover  future  losses. 

Understandably,  Congress  has  sought  to  protect  the  deposit  in- 
surance system  by  increasing  regulation  and  supervision  of  the  in- 
dustry. But  I  am  concerned  that  the  shield  erected  to  protect  the 
deposit  insurance  fund  from  risk  may  also  be  a  sword  that  deters 
banks  from  taking  prudent  risks  necessary  to  serve  the  credit 
needs  of  our  Nation's  small  businesses. 

Mr.  Chairman,  we  cannot  help  to  revitalize  our  economy  if  banks 
do  not  make  credit  available  to  small  businesses  that  are  the  en- 
gine of  economic  growth  and  employment.  I  hope  to  explore  with 
the  GAO  ways  to  lessen  the  regulatory  burden  on  banks  so  they 
can  return  to  their  traditional  roles  as  commercial  lenders  without 
posing  undue  risks  to  the  deposit  insurance  system. 

I  want  to  say  that  we  are  very  fortunate  indeed  to  have  the  ex- 
pertise of  Mr.  Bowsher  and  the  GAO.  I  think  they  have  prepared 
an  outstanding  report  for  us. 

The  Chairman.  I  am  going  to  call  on  other  members  for  any  brief 
opening  comments  they  have  and  I  am  going  to  go  in  the  order  in 
which  people  arrived. 

Senator  Murray. 

Senator  Murray.  Thank  you,  Mr.  Chairman.  I  just  welcome  all 
of  you  here.  I  will  pass  on  an  opening  comment  so  that  I  have  time 
to  hear  your  testimony.  Thank  you. 


The  Chairman.  Thank  you. 
Senator  Faircloth. 

Senator  Faircloth.  I  have  no  comment.  I  just  have  several  ques- 
tions and  I  will  get  to  those  later. 
The  Chairman.  Very  good. 
Senator  Boxer. 

Senator  Boxer.  No  opening  statement. 
The  Chairman.  Thank  you. 
Senator  Bond. 

OPENING  STATEMENT  OF  SENATOR  CHRISTOPHER  S.  BOND 

Senator  Bond.  Thank  you,  Mr.  Chairman.  My  colleagues  are  set- 
ting a  good  example.  I  will  be  brief  and  say  that  I  join  with  you 
in  welcoming  these  witnesses  and  also  in  the  high  expectation  that 
our  lavish  new  hearing  room  will  be  ready  in  the  near  future  so 
we  may  all  enjoy  the  comforts  of  that  magnificent  structure. 

[Laughter.] 

As  the  rest  of  you,  I  have  been  reading  articles  and  reports  say- 
ing that  banks  have  experienced  record  profits  in  1992.  But  at  the 
same  time,  I  too  have  been  hearing  from  small  businesses  that 
banks  aren't  lending  and  the  banks  are  telling  me  that  the  regu- 
latory burdens  are  killing  them. 

I  noticed  during  the  campaign  that  President  Clinton  also  identi- 
fied constraints  on  banks  and  the  abilities  of  banks  to  lend  as  one 
of  the  drags  on  the  economy  with  which  we  should  deal.  And  I  too 
am  concerned  about  that. 

I  think  all  of  us  want  to  see  the  banking  industry  healthy  and 
profitable.  We  don't  want  to  be  in  a  situation  where  the  taxpayers 
again  are  called  upon  to  bail  out  the  banks.  But  also  we  want  to 
see  banks  providing  credit  for  families  and  so  that  businesses  may 
grow. 

What  the  banks  and  small  businesses  seem  to  be  telling  us  is 
that  there  is  a  real  threat  to  their  stability  in  the  industry  itself 
and  in  those  who  depend  upon  the  industry. 

I  also  look  forward  to  hearing  the  views  of  the  witnesses  today 
on  the  credit  crunch  issue  and  the  regulatory  burden  issue.  And  I 
will  look  forward  both  to  the  testimony  and  the  questions. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you  very  much. 

Senator  Moseley-Braun. 

Senator  Moseley-Braun.  Thank  you,  Mr.  Chairman.  I  have 
opening  remarks  to  make,  but  I  think  I  would  just  as  soon  submit 
them  for  the  record  and  just  say  welcome  to  the  witnesses  and  I 
look  forward  to  their  testimony.  In  the  interests  of  time,  I  will  pass. 

The  Chairman.  Without  objection,  they  will  be  made  part  of  the 
record. 

Senator  Domenici. 

OPENING  STATEMENT  OF  SENATOR  PETE  V.  DOMENICI 

Senator  Domenici.  Mr.  Chairman,  I  just  wanted  to  say  that  I 
compliment  you  for  this  early  hearing.  I  think  it  is  important  that 
we  get  started  with  this  whole  situation  that  we  are  going  to  ini- 
tially hear  today. 


I  merely  want  to  indicate  that  one  of  the  things  that  impressed 
me  the  most  at  the  President's  economic  summit  was  that  area  of 
discussion  about  credit  crunch  and  how  money  was  not  getting 
from  our  commercial  banks  to  those  who  need  money  so  that  our 
economy  can  grow.  We  all  talk  about  stimulus.  I  guess  we  had  a 
lot  of  discussion  yesterday  in  various  committees  about  stimulus. 
I  think  the  economic  summit  people  told  our  President  that  they 
thought  about  $86  billion  in  stimulus  could  come  from  a  banking 
system  that  was  operating  with  more  ease  and  more  user  friendly 
to  those  that  they  were  created  to  help. 

We  surely  didn't  create  banks,  Mr.  Chairman,  so  they  could  in- 
vest in  Treasury  bills.  That's  a  nice  name,  but  we  chartered  na- 
tional banks  so  they  would  lend  money,  and  that's  not  happening. 
And  I  don't  know  that  these  witnesses  are  the  right  ones.  But  I 
didn't  want  to  let  this  hearing  pass  without  suggesting  that  that 
is  a  major  problem  as  I  see  it.  And  I  thank  you  for  yielding  me 
some  time. 

The  Chairman.  Thank  you. 

Senator  Bryan. 

OPENING  STATEMENT  OF  SENATOR  RICHARD  H.  BRYAN 

Senator  Bryan.  Thank  you  very  much,  Mr.  Chairman.  I  com- 
mend you  and  our  colleagues  for  what  I  hope  may  be  a  precedent 
setting  development  in  which  we  do  not  go  on  ad  nauseam  with 
opening  statements  so  that  we  can  hear  the  people  we  invite  to 
participate. 

Let  me  just  say  that  I  share  the  views  expressed  by  several  of 
my  colleagues  about  the  credit  crunch.  I  think  it  is  real  and,  in  my 
own  judgment,  it  has  impeded  economic  recovery  in  my  own  State. 
Those  concerns  need  to  be  addressed  by  this  committee  and  I  wel- 
come any  comments  that  any  of  our  distinguished  witnesses  this 
morning  may  have  addressing  that  issue.  And  I  commend  you,  Mr. 
Chairman,  for  conducting  this  early  hearing. 

The  Chairman.  Senator  Campbell,  let  me  welcome  you  to  the 
committee.  We  are  delighted  to  have  you  and  welcome  you  as  a 
member  of  this  committee. 

Senator  Campbell.  Thank  you,  Mr.  Chairman.  I  don't  profess  to 
be  an  expert  on  banking  issues  and  I  intend  to  learn  a  lot  and  I 
thank  you  for  the  nice  welcome. 

I  have  a  written  statement,  with  your  permission,  that  I  would 
like  to  introduce  into  the  record.  And  I  will  pass  on  an  oral  state- 
ment. 

The  Chairman.  Without  objection,  so  ordered. 

Senator  Shelby. 

OPENING  COMMENTS  OF  SENATOR  RICHARD  C.  SHELBY 

Senator  Shelby.  Mr.  Chairman,  I  have  a  prepared  statement 
that  I  ask  be  made  a  part  of  the  record. 

The  Chairman.  Without  objection,  so  ordered. 

Senator  Shelby.  I've  got  a  couple  of  comments.  I  will  be  brief 
like  everyone  else. 

We've  heard  that  there  were  going  to  be  a  lot  more  bank  failures 
in  1991,  the  projections,  than  there  were.  We  know  about  the 
spread.  We  know  a  lot  of  the  banks  are  growing  into  a  better  condi- 


tion.  But  we  also  know  there's  a  lot  of  risk  out  there  and  I'm  sure 
that's  what  the  general  is  going  to  talk  about  today,  among  other 
things. 

But  I  want  to  commend  you,  Mr.  Bowsher,  for  coming  before  this 
committee  last  year,  the  year  before,  and  in  a  most  candid  way  set- 
ting out  the  facts.  A  lot  of  these  things  have  come  true.  A  lot  of 
things,  I  hope,  will  never  come  true.  But  you  are  a  candid,  honest 
man  and  we  need  more  and  more  of  this  before  this  committee. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you,  Senator  Shelby. 

I  think  you  have  heard  from  different  members,  both  you  and 
Mr.  Reischauer,  concerns  about  the  credit  crunch.  I  know  that's  not 
precisely  why  you're  here  to  speak  today  in  terms  of  your  presen- 
tation, but  I  hope  you  will  take  the  occasion  to  give  us  any 
thoughts  and  reflections  you  have  on  that. 

Mr.  Bowsher,  we  welcome  you.  You  may  want  to  introduce  your 
colleagues  you  brought  with  you  and  we  would  like  your  statement 
now. 

STATEMENT  OF  CHARLES  BOWSHER,  COMPTROLLER 
GENERAL,  GENERAL  ACCOUNTING  OFFICE,  WASHINGTON,  DC 

Mr.  Bowsher.  Thank  you  very  much,  Mr.  Chairman,  and  mem- 
bers of  the  committee.  It  is  a  pleasure  to  be  here  as  always. 

On  my  extreme  left  is  Bill  Gadsby  who  heads  up  our  work  with 
the  RTC  and  the  S&L's.  Jim  Bothwell  on  my  immediate  left  here 
heads  up  our  work  now  in  banking.  And  on  my  right  is  Bob 
Gramling,  who  has  headed  up  our  financial  audits  of  FSLIC  and 
the  FDIC  and  now  BIF,  and  all  the  work  we  have  done  in  financial 
auditing  of  the  various  insurance  funds.  So  that  is  the  team  that 
I  have  brought  here  today. 

In  the  spirit  of  trying  to  keep  things  concise,  I  am  going  to  try 
to  read  a  three-page  summary  here  rather  than  the  entire  state- 
ment. 

[Laughter.] 

The  Chairman.  Very  good. 

Mr.  Bowsher.  I  would  like  the  full  statement,  if  it  could  be,  put 
in  the  record. 

The  Chairman.  We  will  make  your  full  statement  a  part  of  the 
record.  We  would  like  your  summary  now. 

Mr.  Bowsher.  Since  1980,  approximately  2,700  banks  and  thrifts 
have  failed,  costing  roughly  $200  bilHon  to  date.  The  FDICIA  re- 
forms are  essential  for  protecting  healthy  banks  and  the  taxpayers 
from  rising  deposit  insurance  costs. 

Through  several  key  provisions  that  complement  each  other  the 
act  provides  incentives  for  market  participants  and  regulators  to 
bring  their  systems  for  identifying  and  controlling  risk  in  line  with 
the  increased  riskiness  and  complexity  of  today's  financial  market- 
place. I  think  that  is  a  very  important  point. 

In  other  words,  I  think  the  financial  institutions  today  are  play- 
ing in  a  much  more  risky  and  complicated  financial  world  than  we 
were  20  years  ago. 

The  key  provisions  of  the  act  were  that  prompt  corrective  actions 
to  close  institutions  before  their  capital  runs  out  was  one  of  the  key 
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features.  And  that  was  basically  because  we  had  found  capital 
being  a  lagging  indicator. 

The  second  major  issue  was  management  auditing  reforms  that 
highlight  private  sector  responsibility  for  protecting  the  taxpayers 
from  loss.  These  were  the  corporate  governance  rules  and  also  the 
emphasis  on  reporting  on  controls. 

Three  was  the  accounting  reforms  to  provide  accurate  informa- 
tion to  management,  regulators,  and  the  public.  And  that  was  our 
concern  about  the  fact  that  some  of  the  financial  statements  did 
not  seem  to  tell  the  full  financial  picture  of  some  of  these  financial 
institutions  and  in  the  annual  on-site  examination  for  most  banks, 
to  detect  problems  on  a  more  timely  basis. 

And  four,  changes  in  the  ways  banks  are  closed  so  that  unin- 
sured depositors  and  the  general  creditors  will  be  more  likely  to 
share  in  losses  if  a  bank  fails.  And  congressional  oversight  in  each 
of  these  areas  will  be  crucial  in  the  years  ahead. 

The  condition  and  the  performance  of  the  Nation's  commercial 
and  savings  banks  improved  substantially  during  the  first  9 
months  of  1992  as  some  of  you  have  pointed  out.  However,  it  is  too 
soon  to  conclude  that  the  problems  in  the  industry  are  over.  Banks 
still  have  many  problem  assets  on  their  books,  and  the  current  in- 
terest rate  environment  that  has  helped  the  industry  to  be  profit- 
able could  change  quickly. 

Current  accounting  rules,  unfortunately,  limit  the  accuracy  of  the 
reported  financial  information.  BIF,  the  insurance  fund  for  the 
banks,  entered  the  first  9  months  of  its  1992  operations  with 
unaudited  net  income  of  $2.9  billion.  This  net  income  reduced  the 
Fund's  unaudited  deficit  to  $4.1  billion  as  of  September  30,  1992. 
And  in  1991,  the  Fund  lost  about  $11  billion  and  ended  1991  with 
a  deficit  balance  of  $7  billion,  the  first  in  its  history. 

Now,  a  number  of  the  banks  for  which  the  FDIC  made  the  provi- 
sion for  loss  in  1991  have  not  yet  failed.  And  the  agency  is  continu- 
ing to  monitor  the  condition  of  these  banks  very  closely.  GAO  is 
currently  reviewing  the  Fund's  estimated  liability  from  troubled 
banks  as  part  of  our  audit  of  the  Fund's  December  31,  1992,  finan- 
cial statements. 

The  FDIC  now  anticipates  that  over  the  next  several  years,  we 
will  be  able  to  meet  the  fiduciary  target  of  building  BIF  reserves 
to  1.25  percent  of  insured  deposits  by  the  year  2007,  as  the  law  re- 
quires. There  are  many  uncertainties  surrounding  any  projection; 
however,  BIF  is  still  unsolvent  and  will  remain  undercapitalized 
for  a  number  of  years,  even  if  the  insurance  losses  decline  in  the 
next  few  years. 

An  undercapitalized  insurance  fund  damages  the  credibility  of 
the  prompt  corrective  action  reforms  contained  in  the  law.  Because 
if  BIF  isn't  well  capitalized,  regulators  may  be  reluctant  to  act  on 
a  timely  basis. 

Speaking  on  the  S&L's,  while  there  is  evidence  that  the  healthy 
portion  of  the  thrift  industry  is  also  now  continuing  to  show  grad- 
ual improvement,  however  the  deposit  insurance  system  for  the 
thrifts  is  seriously  underfunded.  RTC  doesn't  have  funds  it  needs 
to  close  thrifts  that  are  already  in  conservatorship. 

In  addition,  assets  that  total  $210  billion,  about  25  percent  of  the 
industry,  are  in  institutions  that  are  considered  by  OTS  to  be  trou- 


bled  or  likely  to  fail.  Congress  needs  to  provide  RTC  with  the  fund- 
ing it  needs  to  handle  its  remaining  and  anticipated  cases,  and 
should  also  be  certain  that  SAIF,  which  is  the  new  fund  coming 
into  being  this  year,  is  adequately  capitalized  to  meet  its  respon- 
sibilities. 

Although  the  law  should  be  effective  in  reducing  the  insurance 
fund  losses,  concerns  have  been  raised  that  it  has  been  having  un- 
desirable side  effects  of  restricting  bank  lending  and  of  adding  to 
the  costly  burden  of  regulation  on  the  industry.  GAO  believes  that 
a  close  examination  of  these  important  concerns  shows  that  vigor- 
ous implementation  of  the  safety  and  soundness  provision  of  the 
new  banking  laws  is  consistent  with  efforts  to  strengthen  the  econ- 
omy and  streamline  the  regulatory  process.  However,  there  is  sub- 
stantial anecdotal  evidence  that  some  borrowers  have  had  difficulty 
in  obtaining  loans,  which  is  not  surprising  given  the  number  of 
bank  failures  that  have  occurred  and  the  number  of  problem  banks 
that  still  exist  and  the  state  of  the  economy. 

GAO  questions,  however,  the  claims  of  many  critics  that  efforts 
to  improve  the  safety  and  soundness  of  the  banking  system  some- 
how work  against  efforts  to  strengthen  the  economy.  Over  time,  a 
healthy  banking  system  is  the  best  support  for  the  economy. 

But  an  assessment  of  complaints  about  regulatory  burden  needs 
to  consider  both  the  costs  of  the  regulations  as  well  as  benefits  to 
the  industry,  to  the  consumers,  and  to  the  public.  By  their  nature, 
depository  institutions  are  going  to  be  subject  to  a  considerable 
amount  of  regulation  to  protect  the  taxpayers  and  the  public. 

Banks  also  benefit  from  the  right  to  raise  insured  deposits.  And 
they  have  access  to  the  Federal  Reserve's  discount  window.  And 
they  have  protection  in  many  ways  from  competition.  These  bene- 
fits have  allowed  banks  to  operate  with  lower  amounts  of  equity 
capital  than  markets  would  otherwise  require. 

While  it  is  true  that  the  new  law  would  increase  the  amount  of 
regulation,  this  was  needed  to  correct  the  safety  and  the  soundness 
problems.  When  properly  implemented,  the  burden  of  healthy 
banks  should  be  reduced  as  their  deposit  insurance  premiums  drop 
and  the  greatest  burden  of  new  recapitalization  should  fall  prin- 
cipally on  the  weakly  managed,  poorly  capitalized  banks. 

GAO  applauds  the  efforts  by  the  regulators  to  streamline  the  ad- 
ministration of  existing  regulation.  GAO  also  believes  though  there 
are  opportunities  for  simplifying  regulatory  structure  that  should 
be  considered.  And  I  believe  we  are  doing  studies  for  this  commit- 
tee to  just  see  where  are  those  areas  of  overkill,  you  might  say,  in 
the  regulatory  process  or  duplication. 

Banks  increasingly  find  themselves  competing  with  other  firms. 
Congress  will  no  doubt  be  asked  to  address  a  variety  of  level  play- 
ing field  issues  in  the  years  ahead.  The  more  successful  the  act's 
implementation,  the  more  possible  it  becomes  to  take  up  other 
modernization  questions.  Implementation  of  this  new  law  is,  there- 
fore, right  at  the  top  of  the  modernization  agenda. 

Going  beyond  questions  of  efficiency  in  banking,  the  issues  that 
Congress  must  deal  with  are  not  easy  ones.  They  raise  more  gen- 
eral questions  such  as  what  deposits  should  actually  be  covered  by 
deposit  insurance,  and  the  appropriate  uses  of  insured  deposits. 
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Furthermore,  because  banking  and  other  financial  service  indus- 
tries overlap  in  so  many  areas,  it  is  not  realistic  to  deal  with  some 
of  these  questions  simply  from  the  point  of  view  of  the  banking  in- 
dustry alone.  Congress  must  establish  a  regulatory  framework  that 
assures  the  financial  system  as  a  whole  is  safe  and  sound  and  that 
the  efficient  services  are  available  on  an  equitable  basis  to  all  seg- 
ments of  the  public,  and  that  the  Nation's  savings  are  used  to  help 
create  the  jobs  that  are  the  strength  of  our  society. 

Mr.  Chairman,  that  concludes  my  summary.  I  would  be  pleased 
to  answer  any  questions. 

The  Chairman.  I  take  it  from  your  statement  that  as  you 
watched  the  new  banking  reform  laws  implemented,  the  on-site  ex- 
aminations, the  capital  standard  increases,  the  requirement  to  shut 
banks  down  that  go  beyond  certain  points  of  damage,  I  take  it  that 
you  feel  that  those  laws,  taken  as  a  whole,  are  working  quite  well 
and  are  really  critical  to  the  need  to  strengthen  and  restore  the 
strength  of  our  banking  system? 

Mr.  BowsHER.  Yes.  I  see  everything  there  working  really  in  the 
right  direction,  except  with  the  one  problem  that  everybody  has 
identified,  and  that  is  obviously  many  of  the  small  business  people 
and  medium-size  business  people  don't  seem  to  be  able  to  get  the 
loans  that  they  feel  they  should  be  able  to  get.  And  the  spread  that 
somebody,  I  think  it  was  Senator  Domenici  made  the  point  on,  be- 
tween the  deposit  rate  and  what  they  can  get  on  Treasuries,  that 
I  think  is  a  real  problem.  But  we  don't  know  how  long  that  spread 
is  going  to  be  there. 

But  at  some  point  there  is  no  question.  You  want  to  get  the  loans 
out  there  to  the  businesses.  I  am  not  quite  really  sure  why  there 
has  been  such  a  contraction  in  that  area,  because  it  really  wasn't 
the  small  business  loans  that  caused  this  banking  problem,  even  in 
the  thrift  area.  It  was  mainly  the  big  developments,  the  big  com- 
mercial buildings,  building  too  much  of  that,  the  commercial  real 
estate,  hotels.  So  it  wasn't  the  manufacturing  companies  and  that 
caused  this.  Yet  they  do  seem  to  be  one  of  the  victims  of  the 
changes  here. 

But  there  is  no  question,  I  think  today,  as  you  said  in  your  open- 
ing statement,  Mr.  Chairman.  The  trend  here  is  turning  in  the 
right  direction  for  the  banking  and  thrift  industry. 

The  Chairman.  We're  going  to  press  very  hard  on  this  credit 
crunch  issue  because  I  hear  the  same  stories  from  Michigan  compa- 
nies and  potential  borrowers  who,  in  the  past,  have  been  able  to 
get  bank  credits  are  finding  it  very  hard  now.  And  to  watch  those 
commercial  and  industrial  loan  categories  go  down  at  a  time  when 
the  economy  is  struggling  and  we  need  more  job  creation,  we've  got 
to  get  an  answer  on  that  issue. 

In  that  regard,  the  new  administration  will  be  selecting  the  top 
tier  of  all  of  the  financial  regulatory  officials.  So  there  will  be  an 
opportunity  for  a  fresh  look  and  attention  to  that  problem.  When 
we  get  the  administration's  request  for  RTC  funding,  I  am  going 
to  move  on  it  here  as  quickly  as  I  can. 

But,  Mr.  Bowsher,  can  you  tell  us  why  you  think  it  is  so  impor- 
tant to  provide  the  funding  for  the  RTC  and  what  the  consequences 
would  be  if  we  were  to  fail  to  do  so? 
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Mr.  BowsHER.  I  think  the  consequences  are  it's  costing  milHons 
of  dollars  each  day.  Their  estimate  is  $6  million  a  day.  We  don't 
have  any  reason  to  think  that's  not  in  the  ballpark. 

And  I  think  if  you  are  finally  going  to  get  this  thrift  problem  be- 
hind us,  which  is  now  about  5  years  old,  they're  going  to  need  the 
money.  They're  going  to  have  to  have  the  funds  to  handle  the  situa- 
tion. And  you  have,  I  think,  something  like  90  S&L's  that  have 
been  taken  over  now  into  conservatorship.  We  are  expecting  an- 
other 50  or  60. 

So  you're  talking  about  150  institutions  that  have  to  be  dealt 
with.  And  I  think  the  sooner  the  money  can  be  provided,  probably 
the  better  as  far  as  getting  the  job  done  and  getting  it  behind  us. 

The  Chairman.  Just  about  everybody  I  talked  to  supports  the 
concept  of  a  merger  of  the  Office  of  the  Comptroller  of  the  Currency 
and  the  Office  of  Thrift  Supervision  into  a  new  independent  agen- 
cy. In  fact,  some  people,  including  former  FDIC  Chairman 
Seidman,  believe  that  there  ought  to  be  even  more  consolidation  of 
existing  financial  regulatory  agencies.  What's  your  view  on  the 
need  and  the  wisdom  of  some  regulatory  consolidation  of  that  kind? 

Mr.  BowsHER.  We  have  thought  for  some  time  that  there  should 
be,  because  I  think  banks  and  the  financial  institutions  have  a  le- 
gitimate gripe  that  there  is  just  one  group  after  another  coming  in 
to  review  them.  And  I  think  as  I  have  said  before  in  this  committee 
on  a  couple  of  other  previous  times,  when  we  look  at  other  coun- 
tries how  they  supervise  their  institutions,  they  don't  send  in  as 
many  groups.  They  just  are  a  little  more  effective  in  their  decision- 
making at  the  end. 

And  so  I  think  that  some  consolidation  and  a  little  more  effective 
decisionmaking  at  the  end  of  the  process  is  probably  the  answer. 
We  are  studying  it,  of  course,  for  you.  That's  one  of  the  parts  of  the 
regulatory  burden  that  we  are  studying  for  this  committee. 

The  Chairman.  I  am  preparing  a  bill  in  that  area  that  will  bring 
about  some  of  that  consolidation.  And  I  will  be  counseling  members 
of  the  committee  about  that.  But  I  think  we  need  to  move  ahead 
in  that  area. 

You  point  out  that  generally  accepted  accounting  principles  per- 
mit depository  institutions  to  conceal  problems  in  many  cases  and 
inflate  the  capital  that  they  report  and  make  it  seem  larger  than 
it  is.  Do  you  see  reasons  that  this  is  occurring  at  maybe  some  of 
our  largest  banks? 

Mr.  BowsHER.  Well,  we  have  been  concerned  about  that  for  some 
time,  that  you  have  embedded  losses  on  these  balance  sheets.  And 
if  you  think  about  it,  one  of  the  largest  banks,  the  First  National 
Bank  of  Chicago,  has  written  down  and  made  the  decision  to  take 
their  losses  on  some  of  their  nonperforming  loans  and  their  bad 
real  estate.  Now  Bank  of  America  looks  like  they're  doing  it  too. 
The  others  have  not  done  that. 

So  you're  pretty  sure  that  they  are  facing  the  same  problems. 
And  I  have  often  said  that  with  some  of  the  larger  insurance  com- 
panies. Yes,  we  are  very  concerned  that  you  have  some  of  the  em- 
bedded losses  in  the  balance  sheets  of  some  of  the  larger  financial 
institutions. 
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The  Chairman.  Do  you  think  that  the  regulators  today  are  ade- 
quately prepared  to  handle  the  possible  failure  of  one  of  the  largest 
banks  in  the  country  should  that  happen? 

Mr.  BowsHER.  I  think  they  have  given  some  thought  to  it,  but 
I  am  not  sure  that  they  have  real  contingency  plans.  We  are,  again, 
trying  to  include  that  m  our  studies. 

When  the  regulators  had  to  handle  the  Continental  Illinois  Bank 
some  years  back,  which  was  of  course  one  of  the  largest  banks  of 
this  country,  it  was  a  hurried  up  process  with  a  lot  of  disagreement 
from  what  I  can  tell  in  some  of  the  meetings.  And  you  would  hope 
that  could  be  avoided,  that  there  would  be  more  of  a  plan,  and  ev- 
erything like  that.  And  I  think  there  is  more  of  that  today,  but  I 
am  not  sure  you  have  quite  the  contingency  plans  that  maybe  you 
should  have. 

The  Chairman.  Senator  D'Amato. 

Senator  D'Amato.  Thank  you,  Mr.  Chairman. 

Mr.  Bowsher,  it  is  hard  to  make  a  particular  point  which  I  think 
Senator  Domenici  and  I  and  several  others  have  tried  to  make.  And 
in  a  certain  respect,  the  job  and  the  information  that  you  bring 
forth  today  would  have  people  believe  that,  you  know,  all  is  well 
because  the  banks  are  improving  and  therefore  the  FDIC  and  the 
taxpayers'  money  is  not  at  great  risk  as  it  has  been. 

Those  of  us  who  raise  the  issue  say,  look,  what  is  taking  place 
is  that  we  are  making  banks  profitable  but  they  are  not  meeting 
the  reason  that  we  chartered  them  for.  And  that  indeed  a  flow  of 
capital  to  a  capital-starved  Nation  of  small  businesses  and  entre- 
preneurs is  being  exacerbated.  And  it  really  is. 

So  it  seems  to  this  Senator  and  I  think  to  a  number  of  my  col- 
leagues and  probably  to  a  number  of  people  in  the  banking  commu- 
nity, in  some  way  we've  got  to  ease  that  burden  while  not  just  look- 
ing the  other  way.  Because  as  has  been  said  and  you  stated  it  in 
your  remarks,  the  people  who  created  the  problem  as  it  relates  to 
the  tremendous  losses  that  were  racked  up  were  not  the  small 
business  entrepreneurs. 

Mr.  Bowsher.  That's  right. 

Senator  D'Amato.  Their  losses  there  were  negligible.  As  a  matter 
of  fact,  they  contributed  a  plus  to  the  balance  sheet. 

But  what  the  problem  is,  is  that  basically  if  you  talk  to  any 
banker,  it  is  a  lot  cheaper  and  easier  to  buy  a  Government  security 
which  requires  no  capital  under  the  risk-based  capital  standards 
than  it  is  to  make  a  small  business  loan,  which  requires  an  8  per- 
cent capital  set  aside  and  is  subject  to  being  second  guessed  by 
every  bank  examiner  and  regulatory  agency  that  comes  in. 

So  if  you  are  a  banker,  I  am  going  to  go  over  this  afternoon  and 
speak  to  the  New  York  bankers  and  kind  of  beat  up  on  them.  But 
you  know,  in  terms  of  not  making  loans.  My  gosh,  if  I  was  the 
chairman  of  the  board  of  a  medium-sized  or  small  bank,  and  I  had 
stockholders  to  be  accountable  to,  and  had  various  regulators  com- 
ing in  and  some  examiner  who  didn't  know  one  end  of  a  business 
loan  from  another,  and  really  couldn't  do  anvthing  but  harass  my 
people  and  tell  them,  well,  why  didn't  you  have  this  instrument, 
why  don't  you  have  this  securitized,  this  tied  down  and  whatnot, 
you  know  what  I'd  do?  I'd  take  advantage  of  the  spread.  No  work, 
no  risk  at  all,  and  I  will  buy  a  Government  security. 
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I  told  that  to  this  guy  by  the  name  of  Nicholas  Brady,  Senator 
Domenici  and  I  did.  I  told  him,  you're  doing  one  hell  of  a  job  defeat- 
ing your  friend  the  President.  You're  putting  out  all  of  these  Treas- 
uries and  they're  just  buying  them.  They're  doing  them  short,  try- 
ing to  get  down  and  do  something.  So  he  exacerbated  the  credit 
crunch  and  lots  of  other  things.  How  do  we  deal  with  this?  What 
would  you  suggest? 

Mr.  BowsHER.  I  would  suggest  that  you  talk  to  the  Fed,  and  also 
the  new  Secretary  of  the  Treasury.  To  a  certain  extent,  it's  their 
policies  that  kind  of  create  this  spread. 

Senator  D'Amato.  Let's  talk  about  that. 

Mr.  BowsHER.  In  other  words,  one  of  the  reasons  there  is  so 
much  Treasury  paper  out  there  to  buy  is  our  large  deficits.  In  other 
words,  as  long  as  we  continue  to  run  these  very  large  budget  defi- 
cits, somebody^s  got  to  buy  that  Treasury  paper. 

Senator  D'Amato,  And  long-term  paper  brings  higher  yields. 

Mr.  BowsHER.  The  long-term  paper  is  carrying  a  higher  yield 
now. 

Senator  D'Amato.  That  makes  it  more  attractive  for  a  bank  to 
buy. 

Mr.  BowsHER.  That's  right.  If  you'll  remember,  in  the  late  1980's, 
the  Japanese  and  some  of  the  other  foreign  countries  were  buying 
a  lot  of  our  debt.  And  then  they  started  to  walk  way  from  that.  So 
somebody  had  to  buy  it,  and  the  Treasury  was  pumping  it  out. 

So  you've  got  a  spread  here  that  is  really  quite  abnormal  in  his- 
toric terms.  And  just  as  you  say,  it's  much  easier  for  the  bank  to 
do  just  what  you  did,  as  I  said.  That  is,  you  buy  the  Treasuries. 

The  other  thing  is,  the  Fed  has  to  look  at  the  standard  there,  and 
I  think  they  are  looking  at  it,  from  what  I  hear,  as  to  whether  you 
want  to  give  such  a  free  ride  to  the  Treasuries  along  with,  in  other 
words,  the  rating  system,  because  that  does  affect  how  they  do  it. 

Now,  some  of  the  bankers,  you  know,  are  saying,  after  some  of 
those  statements  now  in  Little  Rock,  some  of  the  other  bankers  are 
saying  that  it  was  the  fact  that  the  businesses  weren't  coming  for 
the  loans.  In  other  words,  there  was  an  article  in  the  New  York 
Times,  and  so  I  don't  know  just  where  the  truth  lies,  as  to  whether 
it's  lack  of  demand,  or  is  it  the  fact  that  the  demand  is  there  but 
they're  not  meeting  the  demand. 

Senator  D'Amato.  Let  me  suggest  to  you  that  that  business 
about  their  saying  lack  of  demand  is  nonsense.  They're  going  after 
established  businesses  that  have  made  money  year  after  year  that 
need  a  credit  line,  pulling  them  in,  reducing  them,  having  them 
scurry  all  over  the  place. 

I  can't  just  simply  blame  the  bankers  as  such,  but  it  is  a  very 
real  problem.  And  together,  whether  it's  a  combination  of  getting 
Fed  policy,  dealing  with  that,  getting  them  to  go  with  more  short- 
term,  as  opposed  to  long-term,  getting  some  of  the  regulatory  bur- 
dens eased  up  so  the  banks  will  be  more  inclined,  looking  at  this 
risk  based  capital  situation  so  that  we  don't  have  the  disparity  and 
we  can  make  it  worthwhile. 

Mr.  BowsHER.  Let  me  talk  to  the  issue,  too,  of  regulatory  burden. 
Senator.  And  that  is,  I  think  the  real  thing  that  should  be  happen- 
ing here  is  to  get  rid  of  the  regulatory  burden  that  is  not  helpful. 
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What  we  did  is  we  put  regulatory  burden  really  on  top  of  regu- 
latory burden.  Some  of  it's  important.  I  think  some  of  the  features 
that  we  put  into  the  new  banking  law  here  2  years  ago  are  very 
crucial,  like  reporting  on  the  internal  controls  of  the  larger  banks. 
But  there's  some  of  it  that  obviously  could  be  stripped  back.  It's 
kind  of  like  what  we  did  to  the  budget  process  here  in  Grovemment. 
We  always  pile  process  on  top  of  process. 

Senator  D'Amato.  That's  a  report  you're  working  on? 

Mr.  BowsHER.  Yes,  we're  working  on  it. 

Senator  D'Amato.  And  you're  going  to  make  some  suggestions  as 
to  which  of  these  may  be  over  burdensome? 

Mr.  BowsHER.  Yes. 

Senator  D'Amato.  I  want  to  commend  you  for  that.  Thank  you, 
Mr.  Chairman. 

The  Chairman.  We've  made  that  request.  I've  asked  that  that  be 
done. 

Senator  Murray? 

OPENING  COMMENTS  OF  SENATOR  PATTY  MURRAY 

Senator  Murray.  Thank  you,  Mr.  Chairman. 

As  you  know,  over  the  last  several  days,  we've  heard  of  major 
cutbacks  by  many  of  the  larger  corporations  in  the  United  States. 
Sears,  a  few  days  ago,  McDonnell  Douglas,  and  in  my  own  State, 
yesterday,  Boeing  announced  a  major  cutback  that  some  predict 
may  mean  as  many  as  20,000  jobs  in  the  Puget  Sound  area.  That's 
a  real  concern  to  me. 

As  you're  talking  about  improving  conditions  of  the  banks  and  as 
we  watch  these  major  corporations  make  these  announcements, 
what  kind  of  effect  will  that  have  on  banking? 

Mr.  BowsHER.  Actually,  some  of  that  downsizing  might  eventu- 
ally make  some  of  those  corporations  stronger.  But  certainly  in  the 
short-term,  I  think  it  could  be  a  weakness,  and  if  the  banks  are 
holding  paper  and  credit  to  some  of  those,  you  can,  let's  say,  have 
more  assets  on  the  bank's  balance  sheet  that  aren't  going  to  be 
maybe  quite  as  ^ood. 

But  I  think,  in  those  major  corporations  that  were  announced 
here  the  other  day,  except  for  McDonnell  Douglas,  I  wouldn't  ex- 
pect that  they  would  have  that  effect  on  the  banking  system. 

When  the  big  real  estate  developers,  like  Olympia  and  York  and 
Donald  Trump  go  down  is  when  the  assets  melt  off  the  balance 
sheets  very  very  quickly.  It  has  been  really  the  problem  here  in  the 
last  4  or  5  years. 

I  would  think  IBM,  Boeing  and  that — ^but  the  McDonnell  Douglas 
one  is  a  worrisome  thing  because  it's  getting  to  look  more  and  more 
like  the  Lockheed  situation  of  a  few  years  ago. 

That  is,  they're  having  a  hard  time  cash  flow  wise.  They're  hav- 
ing a  very  hard  time,  and  so  that  could  affect  the  banking  situation 
with  their  bankers. 

Senator  Murray.  As  you  well  know,  when  Boeing  announces 
20,000  perhaps  job  layoffs,  then  people  don't  buy  a  home  or  a  car. 

Mr.  BowsHER.  Absolutely. 

Senator  Murray.  How  does  that  affect  the  credit  crunch? 

Mr.  BowsHER.  It  doesn't  help  the  credit  crunch.  In  other  words, 
those  people  immediately  pull  back,  as  you  say,  and  things  just 
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slow  down.  And  there  would  probably  be  some  unfortunate  situa- 
tions where  those  people  might  not  be  able  to  make  their  mortgage 
payments  too,  sure. 

Senator  Murray.  It's  a  situation  we  need  to  watch  very  carefully. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you,  Senator  Murray. 

Senator  Faircloth? 

OPENING  COMMENTS  OF  SENATOR  LAUCH  FAIRCLOTH 

Senator  Faircloth.  Several  years  ago,  you  were  reported  as  say- 
ing that  the  Federal  Gk)vernment  wastes  $180  bilhon  a  year.  I'm 
sure  we've  improved  since  then  in  our  wasting  ability.  What  would 
you  say  we're  wasting  today? 

Mr.  BowsHER.  I'm  not  sure  we  have  improved,  to  be  very  honest 
with  you.  Senator. 

Senator  Faircloth.  I  meant  that  we've  learned  how  to  waste  it 
faster. 

Mr.  BowsHER.  I  see.  I've  just  issued  a  series  of  reports  called  The 
High  Risk  Reports,  that  indicate  quite  a  few  areas,  actually  17 
areas,  that  worry  me  a  great  deal  about  the  Federal  Government's 
programs. 

And  that  $180  billion  got  a  little  misconstrued  because  some  peo- 
ple thought  that  was  an  annual  figure.  It  was  not  an  annual  figure. 
It  was  over  a  number  of  years. 

But  there  are  major  areas.  And  what  I'd  be  happy  to  do  is  bring 
over  a  set  of  these  reports  that  we've  just  issued,  that  will  give  you 
an  update  on  that. 

Senator  Faircloth.  When  Ms.  Tyson  was  here  several  days  ago, 
I  asked  her  if  it  were  possible  that  this  country  had  simply  accli- 
mated itself  to  a  standard  of  living  that,  on  the  long  range,  our 
economy  could  not  afford.  In  other  words,  we've  borrowed  $4  tril- 
lion to  go  in  debt  to  sustain  a  way  of  life. 

Would  it  be  an  over-simplification  to  say  that  we  are  going  to 
have  to  experience,  as  a  Nation,  a  reduction  in  our  standard  of  liv- 
ing, or  is  it  possible  to  keep  borrowing  or  what? 

We  seem  to  be  picking  at  the  little  problems,  whereas  the  long- 
range  decline.  Are  we  in  a  recession  that's  going  to  be  a  dip,  or  are 
we  in  a  long-range  reduction  in  the  standard  of  living  of  this  Na- 
tion? 

Mr.  BowsHER.  I'm  not  sure  we're  in  for  a  long-range  reduction, 
but  I  wouldn't  be  surprised  that  if  we're  going  to  deal  with  our 
problems,  which  we  have  to  soon  begin  to  do  because  of  the  prob- 
lem you've  just  outlined,  we  might  for  awhile  have  a  lower  stand- 
ard of  living. 

If  we  don't  deal  with  our  problems,  namely,  the  large  Federal 
deficit,  and  some  of  the  other  debt  problems  that  we  have,  then  I 
think  your  proposition  could  unfortunately  come  true.  And  that  is, 
a  long-range  standard  of  living  reduction.  In  other  words,  we  can- 
not sustain  these  large  deficits  and  this  large  buildup  of  debt  that 
we  have  been  doing  here.  If  we  keep  doing  it,  I  think  it  will  lead 
to  a  lower  standard  of  living,  yes.  That's  in  a  report  that  we  issued. 
In  fact.  Senator  Domenici  was  one  of  the  requesters  on  it  last  year. 
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Senator  DOMENICI.  May  I  ask  the  Acting  Chairman,  what  are 
these  things  standing  up  in  front  of  us?  Are  these  a  permanent  fix- 
ture? 

Senator  D'Amato.  CBO  is  going  to  put  up  some  of  those  charts. 

Senator  Shelby.  We  can  remove  them. 

Senator  D'Amato.  Can  we  ask  staff  to  remove  them,  and  then 
put  them  back  up? 

Senator  Shelby.  Mr.  Bowsher,  you  didn't  bring  them  anyway, 
did  you? 

[Laughter.] 

We  thought  perhaps  it  was  something  you  were  going  to  use  to 
surprise  us  with. 

[Laughter.] 

Senator  Domenicl  Thank  you,  Mr.  Chairman. 

Senator  Faircloth.  Mr.  Bowsher,  you've  been  watching  the  fi- 
nancial condition  of  this  country  and  the  banking  and  the  taxing 
industry  for  some  time. 

There  are  a  number  of  maybe  not  proposals  but  ideas  being  float- 
ed as  to  a  tax  increase.  That  tax  increase,  as  tax  increases  always 
are,  we're  going  to  increase  them  to  reduce  the  deficit.  I  haven't 
heard  of  one  in  a  long  time  that  that  wasn't  the  purpose  of,  that 
was  going  to  reduce  the  deficit.  Can  you  give  me  a  time  that  a  tax 
increase  has  reduced  the  deficit? 

Mr.  Bowsher.  Well,  that's  a  big  debate,  and  I  think  that  some 
people  would  argue,  back  there  in  the  sixties,  that  some  of  the  ac- 
tions did.  I  have  not  studied  it.  Why  don't  you  ask  the  next  wit- 
ness, Mr.  Reischauer,  He'd  be  a  good  man  to  answer  that  question. 

[Laughter.] 

Senator  Faircloth.  We're  going  to  reduce  the  deficit  one  way, 
and  that's  reduce  spending,  is  that  not  correct? 

Mr.  Bowsher.  I  think  the  spending  area  is  where  you  should  put 
a  lot  of  concentration  on,  that's  right. 

Senator  Faircloth.  Thank  you. 

The  Chairman.  Senator  Murray?  I  beg  your  pardon.  Senator 
Boxer? 

Senator  Boxer.  Thank  you,  Mr.  Chairman. 

Welcome.  Do  you  think  that  the  interest  spread  that  we've  talked 
about  today — obviously  very  controversial — helped  get  banks  and 
S&L's  on  their  feet? 

Mr.  Bowsher.  Yes.  No  question  that  it  has  helped  the  industry. 
It  may  not  have  helped  the  economy  as  much  as  if  we  didn't  have 
it,  but  it  certainly  has  helped  the  industry.  Because  really  that's 
where  most  of  their  earnings  are  coming  from. 

Senator  Boxer.  If  one  assumes  that  healthy  banks  and  healthy 
S&L's  are  good  for  the  economy,  is  it  correct  to  conclude  that  the 
interest  rate  spread,  although  very  frustrating  to  certain  parts  of 
our  community,  is  a  direct  bailout  by  the  taxpayers? 

Mr.  Bowsher.  That  is  very  true.  That's  right.  And  I  think  also, 
the  fact  that  a  lot  of  people  are  getting  less  interest  on  their  sav- 
ings now  was  one  way  that  they  really  helped  pay  for  some  of  the 
problems  that  we  incurred  in  the  banking  and  S&L  industry. 

Senator  Boxer.  So  it  was,  in  some  ways,  a  bailout  without  being 
called  a  bailout? 

Mr.  Bowsher.  That's  correct. 
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Senator  Boxer.  Do  you  think  there's  a  credit  crunch?  A  lot  of  us 
have  heard  it  and,  anecdotally  I  hear  it  all  the  time.  However,  I 
haven't  seen  any  studies  confirming  a  credit  crunch.  Is  there  a 
study  yet? 

Mr.  BowsHER.  We  haven't  seen  one  either.  We  keep  asking  and 
looking  for  it.  There  is  no  question  in  my  mind  there's  got  to  be 
some  portion  of  a  credit  crunch  because  of  so  much  anecdotal 
things  like  that. 

But  how  to  measure  it  and  to  know  whether  it's  there — I  kept 
asking  the  last  2  or  3  years,  the  bank  regulators  and  the  Treasury 
people  if  they  had  anything  that  they  could  quantify.  They  always 
said,  no,  they  didn't. 

So  it's  something  that  I  think  is  out  there.  I  think  it's  also  out 
there  in  certain  regions  maybe  more  so  than  in  others.  But  we  have 
not  been  able  to  quantify.  We  keep  looking  for  the  same  kind  of 
studies  that  you're  talking  about. 

Senator  Boxer.  Mr.  Chairman,  may  I  ask  if  you  intend  to  delve 
into  this  issue  of  the  credit  crunch  and,  specifically,  how  to  meas- 
ure it? 

Again,  it's  extraordinarily  difficult  for  a  Senator  or  House  mem- 
ber to  appreciate  the  degree  to  which  this  issue  is  affecting  the 
business  community.  Of  course,  our  phone  calls  provide  an  affirma- 
tive answer  to  the  question  of  whether  a  credit  crunch  exists;  but 
I'd  like  to  have  a  clearer  base  of  knowledge. 

The  Chairman.  We  have  had  hearings  here  on  the  credit  crunch. 
And  at  the  time  that  we  had  them — it  was  some  time  back — ^but 
it  was  when  this  issue  was  very  much  alive.  We  had  Chairman 
Greenspan  and  others  who,  at  that  time,  asserted  their  general  be- 
lief that  there  was  not  a  credit  crunch. 

I  think  he's  since  modified  his  view.  I  think  he  thinks  now  maybe 
there  is  some  element  of  a  credit  crunch,  because  there's  so  much 
information. 

In  fact,  when  you  look  at  the  charts,  the  contraction  of  what  are 
called  commercial  and  industrial  loans  by  year,  particularly  from 
the  big  banks,  you  see  a  shrinkage  of  credit  in  that  area.  And  so 
the  data  confirms  what  we  see. 

We  have  asked  all  the  regulators,  when  they  come  in,  regularly 
whether  there  is  or  isn't  and  what  can  be  done  about  it. 

We're  going  to  get  a  whole  new  phalanx  of  regulators  here  in  due 
course  because  all  of  the  positions  are  open. 

Mr.  Ludwig,  for  example,  has  just  been  named  as  the  nominee 
for  the  Office  of  Comptroller  of  the  Currency.  And  I  would  think 
the  line  of  questioning  that  we'll  be  advancing,  all  of  us,  to  the  new 
people  coming  aboard,  will  be  their  view  of  whether  there  is  a  prob- 
lem and  what  ought  to  be  done  about  it. 

I  would,  just  from  memory,  say  that  Secretary  Brady  was  taken 
oyer  the  jumps  time  and  time  again  by  colleagues  on  this  side,  from 
his  own  party,  colleagues  on  this  side,  and  efforts  were  made  by 
the  Treasury  Department  at  that  time  to  try  to  get  into  this  and 
get  hold  of  it,  and  try  to  decide  what  the  facts  were.  But  nothing 
really  came  of  it.  It  remained  amorphous,  unclear  and  policies  were 
never  really  changed. 

I  think  you're  quite  right  in  noting,  and  I'll  just  finish,  that  I 
think  that  we  have  paid  through  these  interest  rate  spreads,  we 
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are  paying  a  price  a  different  way  to  rebuild  these  capital  positions 
for  wounded  financial  institutions. 

And  the  issue  underlying  all  of  this  is  how  are  you  going  to  get 
some  jobs  going  in  this  economy.  Senator  Murray  has  said,  and  as 
you  have  said,  and  others,  we've  got  to  have  8  million  Jobs  come 
into  being  in  the  private  sector  over  the  next  4  years.  That's  two 
million  jobs  a  year,  and  we'd  better  start  climbing  that  job  gp^owth 
curve.  And  there's  no  sign  of  that  happening  yet,  none. 

Senator  Boxer.  Mr.  Chairman,  in  conclusion  I'd  like  to  add  that 
there  are  serious  uncertainties  related  to  the  issue  of  a  credit 
crunch:  Its  size;  whether  small  businesses  are  consolidating  and 
not  interested  in  expasion;  or  whether  it's  developers  seeking  more 
real  estate  loans.  Obviously,  there  are  other  uncertainties  to  be 
flushed  out. 

I'd  like  to  conclude  with  a  question  for  you,  Mr.  Bowsher.  And 
hopefully  you  can  answer  it. 

Assuming  that  all  the  stories  we've  heard  are  true  and  there  is 
a  credit  crunch,  is  it  because  of  the  interest  spread?  Is  it  because 
of  the  regulations?  Or  is  it  because  of  the  regulators?  And  in  any 
of  these  scenarios,  is  it  sensible  or  wise  for  the  Congress  and  the 
President  to  force  banks  to  lend? 

Mr.  Bowsher.  I  think  there's  one  other  cause,  too,  and  that  is 
just  the  much  more  conservative  attitude  now  that  the  bankers 
take,  because  they've  been  burned,  when  they  go  through  here. 

I  remember  growing  up  in  the  depression.  Certainly,  when  I  first 
came  into  the  business  world  in  the  early  fifties,  bankers  were  very 
conservative. 

I  think  that  today  a  lot  of  bankers  are  the  same  way.  In  other 
words,  afler  you  go  through  a  tough  period,  that  conservatism,  and 
they  want  to  document  things  more,  and  things  like  that. 

It's  one  of  the  things  I  said  in  my  testimony,  and  that  is  that  we 
have  to  be  very  careful  that  we  don't  try  to  use  regulation  as  an 
anti-cyclical  or  deal  with  the  economic  cycles,  as  I  think  some  peo- 
ple have  suggested  here. 

I  would  be  the  first  to  say,  let's  get  rid  of  the  duplication  and  the 
regulation  that's  not  needed  and  the  paper  work  that's  not  needed. 
If  that  can  free  up  some  of  the  lending,  I'd  be  all  for  that.  But  I 
think  we  have  to  be  careful  to  see  that  we  don't  throw  it  out. 

I  have  also  said  in  the  past,  to  some  of  the  people  at  Treasury 
and  the  regulators,  that  if  you're  looking  for  this  credit  crunch,  look 
at  it  in  the  different  industry  groupings.  In  other  words,  I  think 
that  manufacturing  is  one  area,  merchandising,  and  then  these  de- 
velopers. In  other  words,  it  was  really  in  a  lot  of  the  real  estate 
developments  where  a  lot  of  the  problems  came,  over-building.  And 
so  it  isn't  just  one  area. 

Senator  Boxer.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Thank  you  very  much. 

Senator  Bond? 

Senator  Bond.  Mr.  Bowsher,  I  am  troubled  by  your  seemingly 
casual  comment  that  McDonnell  Douglas  may  be  a  candidate  for 
the  next  bailout  like  Lockheed.  You  haven't  done  an  audit  of  the 
financial  condition  of  McDonnell  Douglas,  have  you? 

Mr.  Bowsher.  We  haven't  done  an  audit,  but  we  have  been  doing 
some  work  on  the  payments  from  the  Defense  Department. 
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Senator  Bond.  That's  a  separate  issue  and  I  think  we  should  be 
rather  careful  when  we  make  apparently  authoritative  comments 
about  a  company  that  has  to  be  going  into  the  market  regularly  for 
financing. 

As  I  recall,  and  I  don't  have  the  specific  figures  in  front  of  me, 
but  just  as  you  said  earlier  in  your  testimony,  that  some  companies 
have  gone  through  downsizing,  which  makes  them  healthier. 

Mr.  BowsHER.  That's  right. 

Senator  Bond,  As  a  result,  last  week,  of  an  announcement  of  a 
cutback  by  McDonnell  Douglas,  the  market  itself,  which  we  could 
expect  has  some  degree  of  knowledge  and  is  looking  into  the  overall 
financial  conditions  and  prospects  of  McDonnell  Douglas,  actually 
increased  the  stock  price  substantially.  Under  those  circumstances, 
I  think  perhaps  we  ought  not  to  be  making  casual  comments  that 
could  affect  the  financial 

Mr.  BowsHER.  I  didn't  intend  that.  Senator. 

Senator  Bond.  Can  we  withdraw  that? 

Mr.  BowsHER.  We  can  certainly  withdraw  that. 

Senator  Bond.  There  is  always  the  possibility  that  companies  in 
this  economy  could  get  into  financial  troubles,  but  I  would  hope 
that  we  would  not  casually  cast  reflections  on  a  major  company. 

Mr.  BowsHER.  No.  I  think  you  have  some  contracts  there  and 
some  defense  programs. 

Senator  Bond.  Nobody's  arguing  with  the  work  that's  gone  on, 
but  I'd  just  ask  you  not  to  make  a  comment  on  the  overall  condi- 
tion, when  that  probably  has  not  been  the  scope  of  your  investiga- 
tion. 

I  had  initially  intended  to  ask  a  series  of  questions  on  the  inter- 
est rates  and  your  view  of  the  impact  that  they  would  have  on  the 
banking  industry. 

The  Chairman.  I  think  you  ought  to  take  an  extra  minute  or 
two,  because  you  obviously  felt  the  need  to  make  that  point,  and 
I  think  appropriately  so.  Why  don't  you  take  an  extra  amount  of 
time? 

Senator  Bond.  Thank  you,  Mr.  Chairman.  I'll  try  to  go  quickly. 

Would  you  agree,  Mr.  Bowsher,  that  high,  long-term  interest 
rates  can  cause  a  decrease  in  the  level  of  long-term  investments, 
possibly  a  slowdown  in  economic  recovery?  In  other  words,  long- 
term  interest  rates  are  creating  the  problem? 

Mr.  Bowsher.  I  would  agree. 

Senator  Bond.  Would  you  agree  that  there  are  a  lot  of  different 
components  that  control  the  level  of  long-term  interest  rates? 

I  think  Ms.  Tyson  indicated  that  German  interest  rates  have  an 
effect  on  it,  inflation  expectations,  the  rate  of  inflation,  inter- 
national rates. 

The  Federal  Reserve  essentially  these  days,  as  I  understand  it, 
can  really  only  control  the  short-term  interest  rates  directly.  Is  that 
a  fair  assessment? 

Mr.  Bowsher.  I'll  ask  Jim,  who  is  one  of  my  chief  economists  to 
answer  that.  But  I  think  they  basically  claim  they  have  less  impact 
on  the  longer  rates  than  they  used  to,  and  primarily  on  the  short. 

Senator  Bond.  Yes.  Mr.  Bothwell? 

Mr.  Bothwell.  That's  correct.  There's  a  general  consensus  that 
the  Fed  has  much  more  control  over  the  short-term  rates  through 
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its  open  market  operations,  and  is  much  less  able  to  control  long- 
term  rates  because  of  those  factors  which  you  yourself  mentioned. 
Expected  inflation  and  international  capital  markets. 

Senator  Bond.  Is  it  then  also  possible  that  if  the  Fed  were  to 
drop  short-term  rates  even  further,  that  that  might  set  off  a  rise 
in  the  long-term  interest  rates  over  inflation  expectations? 

Mr.  BowsHER.  That's  possible. 

Senator  Bond.  Is  there  a  potential  that  the  rising  inflation  from 
lowered  interest  rates  would  have  a  negative  impact  on  the  econ- 
omy? 

Mr.  BoTHWELL.  Oh,  yes.  There's  always  that  potential  if  short- 
term  rates  go  low  that  you  will  get  an  increase  in  inflationary  ex- 
pectations that  result  in  higher  long-term  rates  and  even  an  ex- 
panded yield  curve. 

Senator  Bond.  Would  you  agree  that  the  current  monetary  policy 
perhaps  is  narrowly  confined  in  the  range  in  which  it  can  operate 
the  Federal  Reserve  not  having  a  great  deal  of  latitude  to  lower 
short-term  interest  rates  further  without  increasing  long-term  in- 
terest rates  and  the  possibility  of  inflation? 

Mr.  BoTHWELL.  I  believe  Chairman  Greenspan  addressed  a  hear- 
ing this  morning  before  the  Joint  Economic  Committee  on  mone- 
tary policy. 

Senator  Bond.  If,  contrary  to  your  estimates  and  our  hopes  and 
expectations,  interest  rates  really  start  to  heat  up,  would  you  think 
that  the  Fed,  if  inflation  starts  to  heat  up,  wouldn't  you  think  the 
Fed  would  then  have  to  raise  interest  rates? 

Mr.  BowsHER.  I  think  they  generally  do  that  in  that  type  of  an 
atmosphere,  yes. 

Senator  Bond.  Let  me  ask  one  last  question — I  appreciate  the  in- 
dulgence of  the  Chairman — on  the  financial  regulatory  issue. 

What  do  you  think  has  been  the  effect  of  haircutting  uninsured 
depositors?  Has  it  saved  the  taxpayers'  money?  Has  it  increased  de- 
positor discipline?  Or  has  it  caused  instability  and  more  likely  runs 
on  banks  and  other  institutions? 

Mr.  BowsHER.  I  think  that's  a  very  important  question.  Senator, 
it's  one  that  I  worry  about. 

In  giving  advice  2  years  ago,  I  said  that  I  thought  we  ought  to 
be  very  careful  of  it,  because  I  really  think  it's  one  of  the  things 
that  contributed  to  the  Continental  Illinois  Bank  problem  several 
years  ago.  In  other  words,  we  gave  a  haircut  to  that  small  bank, 
the  depositors  in  that  bank  out  in  Oklahoma.  And  the  next  time, 
when  people  saw  what  they  perceived  to  be  a  weakness  in  the 
bank,  they  ran,  they  ran  fast  with  their  money.  In  this  period  of 
electronic  movement  of  money,  you  can  have  runs  where  nobody 
even  stands  outside  a  bank.  In  other  words,  the  money  can  move 
very  fast  on  you. 

So  I  think  this  has  saved  some  money  for  the  taxpayer  and  the 
insurance  funds.  But  I  do  worry  long-term  that  if  people  get  nerv- 
ous over  a  certain  institution,  that  it  could  lead  to  runs. 

That,  I  think,  is  one  thing  we've  avoided  here  in  the  last  5  years 
basically,  and  that  is  that  people  have  had  confidence  that  they 
were  going  to  be  pretty  much  covered  by  the  bank. 

The  other  serious  thing  about  this  issue  too  is  how  good  is  the 
information  that  everybody  has.  In  other  words,  if  I  am  sitting  here 
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saying  today  that  I  am  concerned  that  the  financial  statements 
don't  tell  the  full  story,  and  the  regulators  are  having  trouble  some- 
times sorting  it  out  and  things  like  that,  then  how  does  the  average 
treasurer  of  a  small  business,  or  an  individual  sort  out  which  are 
the  safe  ones  and  the  unsafe  ones  and  things  like  that. 

This  is  a  part  of  the  legislation  that  does  concern  me,  and  I  think 
we  ought  to  watch  it  very  very  carefully.  It  saves  money  in  the 
short-term;  I'm  not  sure,  long-term. 

Senator  Bond.  Thank  you,  Mr.  Bowsher. 

Thank  you,  Mr.  Chairman. 

The  Chairman.  Senator  Moseley-Braun? 

Senator  Moseley-Braun.  Thank  you,  Mr.  Chairman. 

To  continue  with  the  questions  you've  been  receiving  about  the 
credit  crunch,  as  it's  called,  most  of  us  are  concerned  about  the 
prospect  that  small-  and  medium-sized  businesses  are  not  able  to 
access  capital  which  would  create  jobs,  which  would  give  people  op- 
portunity, which  would  get  our  economv  stimulated. 

So  my  question  becomes,  and  it  kind  of  picks  up  with  where  you 
were  a  minute  ago,  talking  about  the  data,  do  we  have  or  do  you 
have  access  to  any  historical  data  regarding  the  correlation  be- 
tween a  decline  in  interest  rates  and  an  increase  in  T-bill  pur- 
chases by  banks  and  financial  institutions?  Is  there  any  history  on 
this  or  is  this  a  new  phenomenon? 

Mr.  BoTHWELL.  Yes.  We  have  information  going  back  several  dec- 
ades on  the  amount  and  percentage  of  bank  assets  that  have  been 
in  securities. 

If  you  look  at  it,  it's  actually  quite  fascinating,  because  if  you  go 
back  to  the  1960's,  the  percentages  of  assets  that  were  in  securities 
were  very  much  like  thev  are  today.  So  it's  not  unusual  at  all  that 
banks  hold  20  percent  of  their  assets  in  securities  over  the  long  pe- 
riod. Banks  need  to  be  very  liquid  to  meet  demands  for  funds.  And 
there's  nothing  more  liquid  than  a  Treasury  security. 

Commercial  loans  are  very  illiquid  instruments.  So  banks  do 
need  to  invest  some  in  securities. 

And,  as  Mr.  Bowsher  pointed  out,  if  they're  not  the  ones  that  are 
holding  these  Treasury  securities,  someone  else  does  have  to  hold 
them.  So  you're  just  taking  away  that  capital. 

Mr.  Bowsher.  But  the  trend  line  here  in  the  last  couple  of  years, 
or  the  last  year,  has  been  historically  kind  of  unusual,  hasn't  it? 

Senator  Moseley-Braun.  I'm  sorry,  Mr.  Bowsher,  I  didn't  hear 
you. 

Mr.  Bowsher.  The  run-up  that  you've  seen  here,  buying  all  these 
securities  and  the  lowering  of  the  loans,  that  has  been  quite  a 
sharp  change.  I  think  that's  been  one  of  the  contributors  to  these 
problems  that  some  of  the  small  business  and  medium  business 
people  are  having. 

Senator  Moseley-Braun.  That  was  really  the  question  I  was  try- 
ing to  get  at.  Is  there  a  correlation,  have  you  been  able  to  track, 
or  is  there  a  pattern  between  increased  Treasury  investment  and 
decreased  private  sector  loans?  Is  there  a  correlation  between  these 
two  trends?  And  if  there  isn't,  what  would  you  say  would  be  the 
other  reasons  or  the  other  causes? 

Mr.  Bowsher.  Other  causes?  The  one  that  I  mentioned  to  Sen- 
ator Boxer,  that  is  just  the  general  conservatism  of  the  bankers 
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and  the  regulators  themselves  now,  compared  to  say  5  or  6  years 
ago  when  you  were  in  that  go,  go  period  of  lending.  They  are  just 
more  cautious.  I  think  that's  one  of  the  other  big  contributors  to 
this.  Let  us  look  more  at  the  correlation  and  see  if  we  can  come 
up  with  something. 

Senator  Moseley-Braun.  If  you  can  do  it,  I  think  that  would  be 
something.  We  ought  to  have,  right  now,  as  far  as  I  can  determine, 
there's  just  a  lot  of  speculation  about  why  the  money  seems  to  be 
stuck  in  the  middle  and  not  making  it  to  the  small-  and  medium- 
sized  businesses.  And  we're  all  kind  of  grappling  for  answers.  I 
think  that  with  the  research  capability,  if  you  could  give  us  some 
historical  and  empirical  data,  some  data  that  we  can  draw  some 
conclusions  from. 

Mr.  BowsHER.  We'll  take  a  look  at  it. 

Mr.  BoTHWELL.  We  can  give  you  some  information  on  the  vol- 
umes of  C&I  loans. 

Senator  Moseley-Braun.  Thank  you. 

The  Chairman.  Thank  you. 

Senator  Domenici? 

Senator  Domenici.  Thank  you  very  much,  Mr.  Chairman  and  let 
me  compliment  you.  If  I  understand  correctly,  you  are  asking  that 
the  GAO,  to  the  extent  that  they  can,  try  to  find  out  the  reality 
of  the  so-called  credit  crunch  for  small  business  and  other  busi- 
nesses from  banks,  as  banks  are  related  to  that. 

Also  to  tell  us  if  there  is  one,  what  our  regulatory  schemes  have 
to  do  with  it,  and  any  other  aspects  of  causation  that  they  can  find. 

The  Chairman.  We've  asked  them  to  do  the  work  with  respect 
to  the  regulatory  structure.  They  are  currently  working  on  that. 

He's  given  us  some  partial  reflections  on  that  today  with  respect 
to  the  credit  crunch  and  following  on  along  the  lines  of  Senator 
Moseley-Braun's  comments,  let  me  ask  you,  given  what  you  have 
going  on  right  now,  what  you  feel  your  ability  would  be  to  try  to 
delve  into  that  issue,  and  do  a  thorough  analysis  on  that  problem? 

Mr.  BowsHER.  I  don't  think  we  could  come  up  with  a  really  com- 
prehensive answer  for  you  on  that.  I  think  it  might  be  better  to  ask 
the  regulators  or  the  Treasury  people  to  study  it. 

We'd  be  happy  to  review  what  they  come  up  with.  But  our  study 
for  you  is  more  on  the  regulatory  burden.  And  certainly,  if  that's 
contributing,  we  can  come  to  that.  But  I  don't  think  we  could  come 
with  a  definitive  answer  on  the  credit  crunch,  to  be  honest  with 
you. 

The  Chairman.  You  know,  it's  an  important  question.  Just  to 
take  a  moment,  because  you're  now  having  a  change,  it's  like  a  line 
change  in  hockey,  where  you've  got  one  team  that's  in  effect  leaving 
and  a  new  team  coming  in.  So  we're  going  to  have  a  whole  new  top 
tier  of  regulators. 

Now  that  doesn't  change  the  regulatory  organizations  down  in 
the  ranks.  And  we're  talking  about  pernaps  some  consolidation 
there. 

The  question  of  who  can  size  this  up  in  effect  I  think  the  Treas- 
ury Secretary  and  the  regulators,  themselves,  the  people  who  are 
going  to  be  in  charge,  can  arguably  be  said  to  have  the  main  re- 
sponsibility to  figure  out  what's  going  on  in  the  institutions  that 
they  supervise. 
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But  I'll  tell  you  this.  I've  been  studying  the  charts  here  this 
morning.  I  don't  have  it  blown  up  so  that  I  can  show  them  easily, 
but  if  you  look  at  the  flow  of  credit  year  by  year,  particularly  from 
the  large  banks  into  this  category  called  commercial  and  industrial 
loans,  and  these  are  a  lot  of  the  loans  for  the  smaller  business 
firms  that  people  have  been  talking  about  today,  it's  been  dropping 
dramatically  year  by  year. 

For  example,  if  you  go  back  as  recently  as  1988,  notwithstanding 
the  conservatism,  and  there's  some  of  that  in  here,  we're  talking 
about  a  figure  where  there  was  a  $20  billion  increase  over  the  year 
in  the  loans  in  that  area. 

But,  as  we've  seen  it  drop  year  by  year  across  this  chart,  we  get 
out  here  now  to  1992,  and  there  is  a  withdrawal  of  more  than  $20 
billion.  That's  just  the  big  banks. 

So  if  you  take  plus  20  down  to  zero,  and  then  a  minus  20,  there's 
$40  billion  worth  of  loans  in  that  category,  just  from  big  banks, 
that  have  vanished  over  that  period  of  time. 

Now,  you  know,  there  are  a  lot  of  things  going  on,  a  recession, 
and  so  forth,  and  I'm  sure  if  you  break  that  category  of  $40  billion 
of  disappearing  loans  apart,  you're  going  to  find  some  that  probably 
should  have  been  made,  probably  some  that  shouldn't  have  been 
made,  but  that's  a  big  contraction  in  a  relatively  short  space  of 
time.  And  that's  just  one  category  of  banks  and  one  category  of 
bank  lending. 

Mr.  BowsHER.  There's  one  other  category.  I  don't  want  to  take 
Senator  Domenici's  time.  But  I  think  an  important  point  here  is 
how  some  of  the  bigger  banks  are  re-inventing  themselves  and 
going  more  and  more  into  these  derivatives  and  really  a  whole  new 
line  of  business,  you  might  say. 

There  was  a  recent  article  in  Fortune  about  Bankers  Trust, 
pointing  out  that  they  are  moving  more  and  more  away  from  the 
traditional  banking,  and  going  more  into  new,  fee-oriented  type 
products.  I  think  that's  a  factor  which  we  should  look  at  earlier. 

The  Chairman.  Senator  Domenici,  why  don't  we  talk  about  this? 
Why  don't  we  confer  with  Senator  D'Amato,  get  his  thinking  about 
this  and  see,  with  other  members  of  the  committee,  how  we  might 
structure  either  a  formal  inquiry,  which  we  might  direct  to  Mr. 
Bowsher  in  part,  which  we  might  direct  to  Mr.  Reischauer,  who's 
coming  next,  to  see  if  we  can't  cross-section  this  problem  in  a  way 
that  gets  us  further  down  the  track  to  an  answer.  Because  we're 
going  to  have  the  Fed  in  here,  you  know,  shortly. 

Mr.  Bowsher.  The  Fed  should  be  in  that  too,  Mr.  Chairman.  You 
should  get  the  Fed  and  the  Treasury  studying  it,  and  then  CBO 
and  ourselves  looking  at  it,  maybe  after  that. 

The  Chairman.  I  should  just  say  one  other  thing.  We  have  al- 
ready asked  the  regulators  to  do  a  study  on  these  derivative  instru- 
ments that  you  speak  about,  these  new,  more  exotic  lines  of  busi- 
ness. That's  supposed  to  be  ready  on  February  1,  Senator  Domen- 
ici, so  we  should  have  that  element  of  where  the  emphasis  has 
been  going,  to  put  under,  you  know,  the  spotlight  very  shortly  here. 

Senator  Domenici.  Let  me  pursue  that,  Mr.  Chairman.  I  appre- 
ciate your  comments  and  certainly  your  genuine  efforts  in  this  re- 
gard. 
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Frankly,  I  think  that  we  almost  ought  to  have  a  model  for  this 
2  years,  and  it  sort  of  ought  to  be  something  like,  let's  let  banks 
be  banks.  And  then  take  a  look  at  and  identify  the  reasons  they 
are  not,  and  what  the  burdens  that  are  unrealistic  are. 

I'm  fully  aware  that  this  is  a  very  quick-changing  time,  so  we 
can't  take  numbers  and  say,  they  always  mean  wnat  it  looks  like. 
I  mean,  there's  a  lot  of  financing  going  on  outside  of  banks.  And 
that's  growing  dramatically.  A  lot  of  businesses  are  fed  up  with  it, 
and  are  going  to  other  sources  of  financing. 

But,  frankly,  it  seems  to  me — and  neither  do  I  want  this  record 
to  reflect  that  Senator  Domenici  doesn't  think  banks  ought  to  buy 
T-bills.  I  mean,  I  didn't  say  that  at  all.  Clearly,  they  should;  I  hope 
they  do.  It's  just  the  disproportionate  ratio  of  their  portfolio  of  as- 
sets that's  in  T-bills  which  definitely  means  it's  not  somewhere 
else.  And  where  is  the  somewhere  else?  The  somewhere  else  would 
have  been  in  the  field  of  commercial  loans.  So  I  am  hopeful  that 
we  will  figure  out  a  way. 

My  last  observation  on  it,  Mr.  Chairman,  and  this  may  sound  ab- 
solutely mundane,  but  frankly  I  think  we  have  to  hear  from  some 
bankers.  FrankW,  I  don't  think  they're  going  to  come  here  and  tell 
you  unless  you  figure  out  some  way  to  truly 

The  Chairman.  In  other  words,  they  might  testify  if  we  gave 
them  paper  bags  to  wear  over  their  heads? 

[Laughter.] 

Senator  Domenici.  If  you  give  them  immunity  from  the  regu- 
lators, they  might  testify.  But  they  are  frightened  to  death.  Regu- 
lators are  independent  cusses,  and  no  matter  what  the  top  tells 
them,  they  exercise  a  tremendous  independent  personal  authority 
over  those  banks.  And  if  you  haven't  heard  it,  and  I  am  sure  you 
have  from  some  of  yours,  I  have  heard  it  from  many,  I  don't  know 
how  we  get  to  that.  But  it  would  sure  be  good  for  the  administra- 
tion to  try  to  get  to  some  of  that  if  we  can. 

My  last  observation,  and  I  ask  either  Mr,  Bowsher  or  his  econo- 
mist for  their  observations  on  this,  the  one  thing  that  has  made 
lending  for  housing  such  a  success  is  that  there's  a  huge  secondary 
market  for  the  mortgage  and  loan  obligations.  So  a  bank  goes 
through  and  gets  $200  million  worth  of  loans.  But  pretty  soon 
they're  packaged  up  and  the  risk  is  spread  and  those  loans  are 
taken  away  from  the  bank's  portfolio  and  from  their  liability  ledg- 
er. And  broader  based  risk  has  taken  over  from  the  secondary  mar- 
ket. That  also  makes  some  money.  But  the  bank  is  then  free  to 
make  some  more  loans. 

I  believe  the  American  banking  system  is  going  to  continue  to  get 
smaller  in  scope  in  what  it's  doing  until  we  find  a  secondary  mar- 
ket for  at  least  commercial  real  estate  loans.  I  can't  see  why  we 
aren't  moving  more  rapidly  in  that  regard.  And  I  ask  if  either  of 
you  are  familiar  with  anything  that's  going  on  or  have  any  ideas 
on  how  we  might  move  in  that  direction. 

[Pause.] 

Mr.  Bowsher.  I  guess  the  answer.  Senator,  is  that  we  haven't 
studied  that,  and  maybe  it's  something  that  we  should.  I  under- 
stand the  new  administration  has  made  some  statements  that  they 
are  going  to  be  looking  at  it.  If  you'd  like,  we  should  take  a  look 
at  it. 
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Senator  Domenici.  I  would  say,  Mr.  Chairman,  that  everybody 
supported  the  package  on  the  floor  that  I  was  chief  sponsor  of  that 
moved  us  in  the  direction  of  getting  some  authentic  information 
about  secondary  marketing  in  commercial  real  estate  loans  so  we 
would  get  it  out  from  under  our  banks. 

I  would  hope  that  the  chair,  with  all  the  other  responsibilities, 
might  think  through  with  our  staff  what  we  might  be  doing  to  get 
a  handle  on  that  and  see  how  we  could  be  helpful.  Hopefully,  it  will 
happen  in  the  marketplace,  but  I  think  we  ought  to  know  what  the 
impediments  to  it  happening  in  the  marketplace  are,  because  that 
will  be  a  major,  major  way  that  we  can  get  our  banks  to  loosen  up 
on  money,  because  the  risk  for  commercial  real  estate  will  be  out 
from  under  them. 

The  Chairman.  I  think  I  should  just  take  a  minute  and  add  one 
comment.  I  want  to  go  to  Senator  Shelby,  who  has  been  waiting 
very  patiently. 

Taking  full  weight  or  giving  full  weight  to  all  of  the  comments 
that  have  just  been  made  about  the  credit  crunch  and  stepping 
back  and  looking  at  the  banking  system  and  the  condition  of  the 
Bank  Insurance  Fund,  the  Bank  Insurance  Fund  went  broke,  not 
the  savings  and  loan  part.  That's  a  whole  different  story.  We 
passed  a  law  with  all  these  banking  reforms  in  it  which  you  say 
are  now  working  constructively  and  are  positive  and  are  helping  to 
strengthen  the  situation. 

But  we  advanced  a  $70  billion  line  of  credit  from  taxpayers  to  do 
it.  In  other  words,  we  in  effect  put  a  line  of  credit  from  the  tax- 
payers there  to  replenish  this  empty  Bank  Insurance  Fund,  and  we 
are  still  in  that  condition. 

So  while  we've  got  a  banking  industry  today  with  a  lot  of  banks 
that  are  healthy  and  many  that  were  weak  but  are  getting  strong- 
er, we  still  have  a  series  of  troubled  banks  and  we've  got  an  econ- 
omy that  still  isn't  functioning  very  well. 

And  if  we  are  not  careful,  we  might  see  a  situation  where  if  the 
economy  were  to  become  more  troubled,  you'd  actually  see  these 
problems  in  the  banking  system  for  those  banks  that  are  in  trouble 
start  to  get  worse.  And  they  could  multiply. 

We  are  still,  I  think,  to  some  extent  walking  a  tightrope  through 
this  problem.  We  are  trying  to  strengthen  the  banking  system  in 
every  sensible  way  that  we  can  and  have  it  provide  the  credit  out 
to  the  economic  system  and  we  are  trying  to  replenish  this  Bank 
Insurance  Fund  and  get  the  taxpayers  off  the  hook,  so  that  we 
don't  find  a  situation  where  we  have  to  have  a  large  volume  of 
losses  that  eventually  has  to  be  paid  for  by  taxpayers.  We  don't 
want  that  to  happen  in  the  commercial  banking  system. 

We  have  got  to  balance  these  two  things,  and  I  think  we've  got 
to  continue  to  be  very  careful  to  make  sure  that  we  don't  veer  off 
course  too  far  one  way  or  the  other  so  that  we  end  up  with  another 
set  of  problems  on  our  hands  that  could  cost  us  tens  of  billions  of 
dollars.  Would  that  be  a  fair  way  to  set  the  problem  here? 

Mr.  BOWSHER.  That's  a  good  summary,  Mr.  Chairman,  because 
you  also  have  a  situation  here  for  the  next  2  or  3  years,  I  think, 
where  a  lot  of  the  real  estate  is  going  to  move.  In  other  words, 
there  was  an  article  recently  about  the  Rockefeller  Center  in  New 
York.  The  leases  are  all  going  to  come  up  in  1994.  So  you  don't 
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know  whether  those  people  are  going  to  move  out  of  those  buildings 
into  new  buildings,  as  this  article  pointed  out,  or  what  kind  of 
leases  they're  going  to  be  able 

The  Chairman.  In  order  to  be  able  to  take  advantage  of  lower 
rents? 

Mr.  BowsHER.  That's  right.  So  everybody  in  the  whole  country 
now  with  excess  commercial  real  estate  is  being  offered  really  nice 
deals  from  their  point  of  view  to  move. 

So  what  that  means  is  lots  of  times  you  might  be  moving  a  prob- 
lem from  one  lender  and  solving  somebody  else's  problem,  but  do 
you  now  leave  the  old  lender  back  there  with  the  problem? 

Until  that  all  gets  worked  out,  why  you  just  really  don't  know 
where  you  stand  on  all  this  commercial  real  estate  lending  that  is 
sitting  on  the  books  of  our  financial  institutions. 

The  Chairman.  Thank  you. 

Senator  Shelby. 

Senator  Shelby.  Thank  you,  Mr.  Chairman.  I  think  the  idea  that 
Senator  Domenici  has  brought  up,  not  just  today,  to  create  a  sec- 
ondary market  if  possible  for  commercial  real  estate  bears  looking 
into.  Some  of  the  big  banks  are  already  spinning  off  some  of  their 
troubled  real  estate  deals  into  some  entity  in  a  creative  way  to  help 
their  balance  sheets. 

The  Chairman.  Like  Bank  America  just  announced.  Right. 

Senator  Shelby.  Mr.  Bowsher,  you're  going  to  try  to  do  the 
study,  I  hope,  on  regulation  at  the  request  of  this  committee  and 
so  forth.  I  know  we  have  capital  problems  in  this  country.  We  don't 
create  enough  savings  in  this  country  for  our  own  good,  and  hence 
foreign  investors  are  buying  our  bonds  and  T-bills.  And  we're  also 
pointing  out  that  banks,  if  they're  buying  T-bills,  that's  basically 
what  they're  buying.  It  doesn't  help  the  community  in  my  State  of 
Alabama  or  some  other  State  as  far  as  local  investment. 

I  have  always  thought,  and  we  were  taught  this,  that  the  eco- 
nomics of  anything,  the  flow  of  capital,  in  other  words,  you've  got 
to  have  financing  to  keep  the  job  creation  going.  It's  obvious  that 
there  is  a  credit  crunch  out  there.  A  real  one.  Lack  of  capital  in 
the  United  States.  But  probably  compounded,  exacerbated,  by  a  lot 
of  bank  regulations. 

I  know  out  of  my  own  knowledge  in  my  own  State,  talking  quiet- 
ly to  bankers  because  they  are  scared  to  death  of  the  regulators, 
all  of  them  are;  the  small  banks  and  the  big  ones.  Because  they 
come  in,  people  call  them  tyrants.  But  they  have  to  be  tyrants. 
Maybe  they  have  to  come  in  with  a  big  stick  and  scare.  But  maybe 
they've  scared  too  many  people  recently. 

Let  me  just  share  this  with  you.  You're  probably  familiar  with 
it.  The  Nation's  community  banks,  the  very  small  banks  in  the 
coimtry,  pay  according  to  a  recent  statement  about  $3.2  billion  an- 
nually, an  amount  equal  to  a  fourth  of  their  pre-tax  earnings  to 
comply  with  13  major  regulations.  Now,  that's  ridiculous. 

I  think  we've  got  to  come  back  and  say,  what  are  these  regula- 
tions for?  Should  they  be  on  the  small  bank  as  they  are  on  the  big- 
gest banks?  Maybe,  maybe  to  some  degree,  maybe  not  at  all. 

Do  we  really  need,  in  my  case,  the  Community  Reinvestment  Act 
for  smaller  banks?  For  banks  that  if  they  didn't  invest  in  the  com- 
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miinity,  my  God,  they  wouldn't  exist,  they  wouldn't  last  long.  If 
they  didn't  keep  their  funds  there. 

The  Truth-in-Lending  regulations,  we  know  why  it's  there.  But 
couldn't  that  be  modified  in  some  way?  Couldn't  that  be  stream- 
lined? 

All  of  this  you're  going  to  get  into. 

Mr.  BowsHER.  We  are.  In  fact,  that  study  we  just  read  about  and 
we  are  going  to  ask  the  organization  that  produced  that  study  if 
we  cannot  only  have  a  copy  but  meet  with  them  and  see  what's  be- 
hind those  numbers  and  verify  it. 

Senator  Shelby.  Sure. 

Mr.  BowsHER.  And  then  come  up  with  recommendations  if  we 
think  that  they're  right,  if  there  is  too  much  regulation  there 
among  those  13. 

Senator  Shelby.  When  your  team  is  doing  this  study,  I  hope  they 
will  try  to  get  into  the  banks  all  over  the  country  on  a  confidential 
basis  and  that  the  bankers  will  talk  to  them,  your  people,  like  they 
talk  to  us. 

Mr.  BowsHER.  They  come  to  see  us  and  they  visit  with  us,  and 

1  think  they  are  pretty  candid.  So  I  think  we're  hearing  probably 
the  same  things  that  you're  hearing. 

Senator  Shelby.  I  am  hoping  that  this  administration,  once  it 
gets  on  course,  is  really  going  to  get  serious  about  the  too  many 
regulations.  I  know  regulations  are  spawned  for  different  reasons 
and  sometimes  good  reasons,  but  the  more  we  regulate,  the  more 
the  cost.  It  is  there.  You  know  it. 

Mr.  BowsHER.  That's  right. 

Senator  Shelby.  If  we  are  going  to  have  healthy  banks,  viable 
banks,  and  banks  as  we  saw  it,  not  as  an  institution  calling  itself 
a  bank  that  is  interested  in  derivatives,  interested  in  currency 
trading  and  everything  else,  that's  not  creating  jobs  in  the  commu- 
nities. It  might  be  a  viable  way  to  keep  the  bank  going  and  earn 
profits  and  do  a  lot  for  the  shareholders.  I  understand  that  too,  but 
that's  important.  Do  you  have  any  comments  on  that? 

Mr.  BowsHER.  I  think  this  is  an  area  that  we  have  to  look  at. 
We've  been  tasked  by  your  committee,  and  we  are  going  to  look  at 
it.  Hopefully,  we  can  come  back  and  make  some  good  recommenda- 
tions. 

It  is  also  when  we  were  advising  you  on  the  new  banking  law 

2  years  ago,  we  put  that  threshold  at  $150  million.  In  other  words, 
we  didn't  want  to  impact  the  smaller  banks.  We  wanted  to  make 
sure  we  had  the  larger  banks  reporting  as  to  where  their  controls 
were  and  everything  like  that.  So  I  think  there  is  a  difference  be- 
tween the  smaller  banks  and  the  larger  banks. 

Senator  Shelby.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Senator  Shelby,  let  me  just  say,  too,  on  this  ques- 
tion of  regulatory  consolidation,  you  know,  we've  got  a  lot  of  dif- 
ferent regulatory  bodies  in  the  act,  as  Mr.  Bowsner  said  today. 
Sometimes  one  group  of  regulators  will  enter  an  institution  and 
thev  will  be  there  for  a  period  of  time  and  go  through  everything 
and  then  they  will  go  out  the  door  and  no  sooner  have  they  left 
than  a  whole  new  group  arrives. 

So  I  am  going  to  be  putting  a  proposal  on  the  table  here  to  have 
a  consolidation  of  some  of  these  regulatory  functions  because  I 
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think  that  is  one  way  to  deal  with  this  regulatory  burden.  And  part 
of  this  cost  is  having  to  comply  with  the  requirements  of  a  variety 
of  different  regulatory  agencies  and  bureaus  that  come  in.  And  if 
we  can  figure  out  a  rational  way  to  streamline  that,  that  by  itself 
I  think  will  help  solve  a  significant  part  of  this  problem.  At  least 
that's  my  feeling. 

Senator  Shelby.  If  the  Chairman  will  yield,  just  like  multiple 
audits  from  our  various  agencies,  do  we  really  need  those?  We  need 
audits,  don't  get  me  wrong.  And  we  especially  need  audits  on  banks 
that  we  are  scared  might  not  make  it,  whose  capital  ratio  is  totter- 
ing to  say  the  least,  where  you  have  something  that  you  are  sus- 
picious about.  They  certainly  do. 

But  banks  that  are  well  run,  that  have  high  capital  ratios,  there 
should  be  some  incentives  for  these  kind  of  people  not  to  be  over- 
regulated,  move  one  group  out  and  bring  another  one  in,  as  the 
Chairman  alluded  to. 

Mr.  BowsHER.  When  we  looked  at  other  countries,  basically  they 
have  one  bank  supervisor  and  the  chartered  accounting  firm  re- 
porting to  the  stockholders.  That's  the  review  process. 

Senator  Shelby.  It  works,  doesn't  it? 

Mr.  BowsHER.  It  works.  One  reason  it  works  is  what  we  saw  in 
a  couple  of  the  countries  that  the  central  banker  and  the  bank  su- 
pervisor who  has  been  in  looking  at  it  and  the  chartered  account- 
ant meet  together,  meet  with  the  board  of  directors,  and  really 
come  up  with  the  decisions,  like  on  third  world  debt,  what  are  the 
reserves  that  we  need  and  things  like  that. 

The  impression  I  get  is  so  many  of  our  people  are  meeting  indi- 
vidually and  nobody  ever  quite  comes  to  the  tough  decisions.  So  we 
have  all  this  duplicate  effort  and  we  don't  really  do  as  good  a  job 
with  the  final  answer  as  what  some  of  the  other  countries  do  with 
a  lot  fewer  people. 

The  Chairman.  I  should  add  that  Chairman  Gonzalez  on  the 
House  side  also  wants  to  move  in  this  direction.  I  know  he  is  devel- 
oping a  proposal  in  this  area  of  regulatory  consolidation. 

One  of  the  important  issues  and  one  I  will  argue  for  is  once  we 
affect  that  consolidation,  if  we  can — I  hope  we  can — is  that  we  es- 
tablish the  independence  also  of  that  regulatory  function  so  that 
you  are  not  whipsawed  by  the  politics  that  can  get  into  this  thing. 
I  think  if  you  look  at  the  foreign  examples  as  well  you  will  notice 
the  importance  of  this. 

Mr.  Bowsher.  That's  correct. 

The  Chairman.  There  tends  to  be  the  separation  and  the  inde- 
pendence and  that  gives  you  a  different  kind  of  discipline  that  I 
think  is  also  valuable  here.  But  you  concur  with  that  on  the  inde- 
pendence issue? 

Mr.  Bowsher.  I  do. 

The  Chairman.  Very  good. 

Senator  Kerry? 

Senator  Kerry.  Mr.  Chairman,  thank  you  very  much. 

I  gather  in  earlier  questioning  before  I  was  here,  in  response  to 
some  of  the  Chairman's  inquiries,  your  answer  to  him  about  the 
credit  crunch,  I  just  want  to  understand  this  correctly,  is  that  you 
are  not  yet  certain  as  to  the  degree  there  is  one? 
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Mr.  BowsHER.  We  think  there  is.  But  what  we  don't  have  is  any 
studies  and  we  can't  tell  you  how  much  there  is.  And  as  I  kept  say- 
ing, we've  asked  the  Treasury  people  in  the  past  and  some  of  the 
regulators,  and  they  don't  seem  to  have  any  studies  that  can  quan- 
tify it. 

But  I  don't  think  that  there  is  any  question  that  there  is  some 
degree  of  credit  crunch  out  there,  because  too  many  people  are 
coming  to  you  and  talking  to  you  about  it. 

Senator  Kerry.  I  am  a  little  troubled  by  that,  but  let  me  con- 
tinue a  little  further. 

In  your  testimony,  submitted  testimony,  you  advocate  that  you've 
got  to  continue  this  tough  line  of  regulation,  correct? 

Mr.  BowsHER.  The  key  reforms  that  were  in  the  bank  legislation 
of  2  years  ago  which  most  haven't  kicked  in  yet — in  other  words, 
they're  really  kicking  in  this  year — we  think,  and  these  are  for  the 
larger  banks,  we  think  those  are  essential  to  stay  the  course  with 
and  see  how  they  work  out,  at  the  same  time  seeing  that  there  is 
a  fair  amount  of  regulation  and  maybe  supervision  that  all  this 
new  stuff  was  put  on  top  of  and  maybe  some  of  that  could  be 
stripped  back  and  eliminated.  We  think  what  you've  got  to  do  is  go 
in  and  study  and  find  out  what's  worthwhile  and  what  isn't  worth- 
while. That's  a  study  that  we  are  doing  for  this  committee. 

Senator  Kerry.  A  number  of  my  colleagues  have  also  raised 
questions  about  the  current  trend  of  investment  by  the  banks  in 
Treasuries,  a  reliance  on  Treasuries,  for  profit.  And  really  to  a 
large  degree,  supplanting  lending  that  they  might  engage  in.  I 
think  most  of  us  feel  it  is  a  major  problem.  What  concerns  me  is 
we  are  rolling  into  these  tough  regulations. 

You've  got  the  strong,  extraordinary  trend  of  Treasury  purchase 
versus  lending.  So  you  have  got  one,  two,  three,  four  major  indica- 
tors that  banks  are  fimdamentally  not  doing  what  they  are  sup- 
posed to  do,  which  is  lend  money.  And  yet  you  are  here  saying  we 
really  don't  have  a  study  on  it  yet,  we  really  don't  understand  it. 

I  must  tell  you,  I  spent  a  number  of  months  traveling  around  our 
State  meeting  with  bankers,  small  business  people  from  all  over 
the  State,  and  I  think  I  understand  it.  In  fact,  a  number  of  other 
legislators  have  joined  me  in  writing  a  long  letter  to  President 
Clinton  suggesting  some  very  specific  things  that  he  can  do  admin- 
istratively to  deal  with  it.  Why  are  you  not  there  making  these  rec- 
ommendations? 

Mr.  BowsHER.  Because  we  haven't  finished  our  study.  In  other 
words,  we  want  to  complete  the  study  that  this  committee  has 
asked  us  to  do  on  the  overall  regulatory  area.  As  soon  as  we  have 
completed  the  study  we  will  have  recommendations  as  to  what  we 
think  can  be  stripped  back  and  what's  not  needed. 

Senator  Kerry.  Let  me  ask  you  specifically  about  some  thoughts 
about  it. 

In  Massachusetts,  all  through  New  England,  there  isn't  any 
question  about  what's  happening.  In  fact,  if  you  want  to  talk  about 
studies,  the  Federal  Reserve  in  our  region  had  advised  us  that 
banks  under  cease  and  desist  orders  are  typically  responding  to 
those  orders  simply  by  shrinking  loans  as  a  means  of  improving 
their  capital  ratios.  And  the  result  is  obvious:  you  create  these  or- 
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phan  businesses  that  can't  get  credit  as  a  consequence  of  that.  You 
must  know  that's  happening. 

Mr.  BowsHER.  We  are  aware  that  some  of  the  banks  that  are  in 
trouble  are  doing  just  what  you  describe.  That's  right. 

Senator  Kerry.  Isn't  the  impact  of  that  to  take  good  borrowers 
and  stable  businesses  that  may  employ  hundreds  of  people  and 
simply  to  shove  them  aside  and  put  them  outside  the  mainstream 
of  banking? 

Mr.  BowsHER.  In  other  words,  that's  one  of  the  unfortunate  situ- 
ations that  has  come  out  of  this  banking  crisis. 

I  think  as  they  have  described,  they  sometimes  don't  seem  to  be 
able  to  get  another  lender  because  they  themselves  are  being  more 
cautious  in  taking  on  more  loans  and  everything  like  that.  There's 
no  question  that  what  you're  describing  Senator,  is  going  on. 

Senator  Kerry.  And  if  it  goes  on  much  longer  and  we  sit  around 
while  we  "study"  as  stronger  requirements  are  going  in  and  tough 
regulation,  as  you  call  it,  continues,  where  are  we  going  to  wind 
up?  What  does  that  do  for  job  creation,  for  expansion  of  the  econ- 
omy, for  turning  around? 

It  seems  to  me  that  there  is  a  certain  insensitivity  and  a  kind 
of — I  think  that  the  Chairman  has  hit  the  nail  on  the  head.  There 
is  such  a  hydra-headed  regulatory  process  now  that,  you  know,  you 
can  leave  one  sector  or  the  other  to  kind  of  deal  with  it  and  there 
is  a  place  to  shove  the  blame  and  nobody  assumes  responsibility 
and  makes  a  change  here.  Meanwhile,  we've  got  a  lot  of  people  los- 
ing jobs  who  shouldn't  be  losing  jobs,  businesses  rendered  bankrupt 
that  should  never  have  been  put  in  that  predicament. 

Let  me  ask  you  about  some  specifics.  These  are  some  things  that 
we  have  recommended  to  the  President.  Number  one,  abandon  the 
leverage  ratio  for  evaluating  bank  capital.  The  leverage  ratios  re- 
quiring 5  percent  of  stockholder  equity  minus  intangibles  to  bank 
assets  may  have  been  an  appropriate  way  of  measuring  risk  in  the 
past,  but  with  the  adoption  of  risk-based  capital  standards  adopted 
by  the  Bank  of  International  Settlements  and  embodied  in  FDICIA 
1991,  the  ratios  today  impose  an  undue  additional  burden  on  regu- 
lation that  exacerbates  the  cyclical  effect  of  a  recession  through 
forcing  weak  banks  to  sacrifice  the  most  bank-dependent  borrowers 
in  order  to  reduce  outstanding  loans  at  the  same  time  that  stronger 
banks  are  avoiding  lending  to  avoid  capital  impairment. 

What  do  you  think?  Do  you  think  we  could  change  the  leverage 
ratio  for  evaluating  bank  capital? 

Mr.  Bowsher.  Again,  I  would  like  to  have  my  people  study  each 
of  these  issues  and  then  I  would  be  happy  to  take  the  group  that 
you  have  there  and  study  them  and  come  back  to  you  on  the  indi- 
vidual ones. 

Senator  Kerry.  Do  you  have  a  reluctance  at  this  point  to  react 
to  it  more,  or  do  you  simply  want  to  take  it  under  advisement? 

Mr.  BoTHWELL.  I  would  just  like  to  add  a  few  observations.  This 
whole  issue  is  a  very  complex  one  and  it  has  been  around  a  number 
of  years.  We  first  started  hearing  about  the  credit  crunch  in  1990. 
The  economy  has  undergone  a  very  long  and  protracted  recession 
and  now  hopefully  we  are  getting  out  of  that. 

Our  recovery  from  that  looks  Tike  it  is  going  to  be  very  slow  and 
protracted  and  your  concern  is  very  genuine  and  very  real.  Bank 
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credit  is  very  important  to  small-  and  medium-sized  businesses. 
But  this  particular  new  legislation  iust  came  in,  in  December  1991, 
and  a  lot  of  the  key  provisions  aren  t  even  implemented  yet. 

Senator  Kerry.  I  realize  that.  But  a  lot  of  smart  people  are  look- 
ing at  this  superstructure  of  what's  happened  regulatory.  Let  me 
just  share  this  with  you.  I'm  not  trying  to  beat  on  you,  but  this  is 
Eric  S.  Rosengren  of  the  Federal  Reserve  Bank  of  Boston  who  did 
a  study  together  with  some  folks  at  Boston  College  associated  with 
the  Federal  Reserve  Bank.  And  they  looked  at  the  real  estate  and 
credit  crunch  situation  in  the  State  and  here  is  their  conclusion: 

We  will  show  that  real  estate  losses  combined  with  increased 
regulatory  scrutiny  of  bank  capital  have  resulted  in  substantial 
shrinkage  of  bank  assets.  Thus,  we  conclude  that  New  England  is 
suffering  from  a  regulatory-induced  capital  crunch. 

Now,  you  can't  talk  to  anybody  in  our  region  without  understand- 
ing this  now.  And  without  understanding  that  certainly  as  to  small 
businesses  what's  happened  is  there  is  so  much  regulatory  require- 
ment for  a  bank  to  lend  to  a  small  business.  I  don't  care  where  you 
decide  the  cutoff  amount  is,  but  $200,000,  $500,000,  whatever  you 
want  to  call  it,  they  have  to  jump  through  the  same  hoops 
regulatorially  and  the  bank  has  to  belly  up  to  the  exact  same  re- 
quirements as  they  do  for  a  $5-  or  $10-  or  $20  million  loan. 

Therefore,  most  banks  are  sitting  there  saving,  this  isn't  worth 
it,  the  profits  on  these  loans  is  so  negligible  that  it  just  isn't  worth 
it  for  us.  We  are  only  going  to  deal  on  this  side  of  the  ledger.  And 
so  they  have  stopped  being  willing  to  write  a  whole  bunch  of  those 
loans. 

The  Chairman.  We  have  had  hearings  on  it.  We  have  called  in 
the  experts,  you  know,  so-called  at  different  points  in  time.  And  the 
problem  in  various  forms  and  manifestations  continues.  You've  got 
it  in  a  particularly  difficult  way  in  New  England.  New  England  in 
many  ways  has  gone  through  a  real  flattening  process  economically 
which  you  have  laid  out  many  times.  And  it  is  a  real  problem. 

Senator  Kerry.  None  of  us  who  are  sitting  up  here  I  think  are 
demagoging  this  issue.  We  all  understand  the  road  we've  traveled 
in  the  last  years  with  respect  to  the  lack  of  regulation  and  what 
induced  the  crisis  in  this  country,  and  none  of  us  want  to  sit  up 
here  and  have  to  pick  up  the  next  round  of  buyouts  and  taxpayer 
money  for  something  that  we  have  unfairly  helped  create. 

But  that  is  not  what  we  are  looking  at  here.  I  am  convinced  we 
are  looking  at  good  businesses  that  have  employees,  orders,  inven- 
tory, ideas,  capacity  to  sell,  marketing  strategies  which  are  being 
rendered  insolvent  by  virtue  of  the  regulatory  process. 

Now  some  regulator  has  got  to  step  up  and  say,  folks,  we're  going 
too  far.  Someone  has  got  to  have  the  courage  of  making  a  decision 
about  what's  happening  here.  And  I  think  many  of  us  have  tried 
to  signal  to  you  that  we  will  try  to  hold  ourselves  accountable  like- 
wise for  recommending  that.  But  there  has  got  to  be  a  prudent 
standard  here,  reasonableness.  And  it  simply  isn't  in  the  system 
yet.  To  some  degree  in  some  places  it  has  been  better. 

Mr.  Bowsher.  Senator,  I  think  this  is  exactly  the  reason  why  the 
committee  sent  us  this  request  last  fall,  to  start  looking  at  the  reg- 
ulatory burden.  And  we  are  working  on  it.  My  only  reluctance 
today  is  to  give  you  quick  answers  here  to  the  specifics.  We  will 
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give  you  answers  just  as  quick  as  we've  done  the  work.  I  think  it 
is  an  important  area  and  we've  talked  about  it  quite  a  bit  today. 

There  is  no  question  in  my  mind  that  some  of  the  requirements 
on  some  of  the  smaller  loans  and  some  of  the  smaller  businesses 
are  areas  that  if  we  can,  at  all  possible,  would  like  to  recommend 
to  you  relief. 

Senator  Kerry..  I  appreciate  that.  I  have  gone  over  my  time.  I 
just  want  to  on  the  record  publicly  say  that  I  think  I  would  like 
you  to  look  at  the  idea  of  modifying  or  delaying  the  imposition  of 
some  of  the  risk-based  capital  standards  as  applies  to  small  busi- 
ness lending.  I  think  there's  a  distinction  that  you  could  draw  there 
and  you  might  be  able  to  free  that  up.  I  think  you  ought  to  look 
at  the  issues. 

The  Chairman.  Senator  Kerry,  let's  do  this.  I  don't  want  to  hurry 
you,  but  as  you  say  your  time  is  up.  We've  got  Mr.  Reischauer  wait- 
ing. 

Senator  Kerry.  Fair  enough. 

Mr.  BowsHER.  We  will  have  our  staff  come  over  and  meet  with 
your  team. 

Senator  Kerry.  I  appreciate  that. 

The  Chairman.  I  want  to  say  one  thing  before  yielding  to  Sen- 
ator D'Amato,  and  that  is  along  the  lines  of  your  inquiry,  I  was  told 
a  story,  a  true  story,  about  a  situation  where  a  bank  called  in  a 
loan,  a  very  solid  loan.  It  was  on  a  real  estate  property,  but  it  was 
current,  it  was  being  paid  on  a  regular  basis,  there  was  nothing  in 
arrears,  no  unpaid  balances,  adequately  capitalized,  and  so  forth. 

But  this  particular  bank  had  another  major  loan  outstanding  of 
even  a  bigger  size  that  was  in  deep  trouble.  And  that  loan  was  so 
bad  that  the  bank  couldn't  afford  to  call  that  loan,  because  if  thev 
did  it  would  so  damage  the  bank  itself  that  they  were  sort  of  hand- 
cuffed to  the  bad  loan.  So  they  were  going  to  have  to  stay  with  the 
bad  loan  and  try  to  work  it  out. 

But  in  order  to  do  that  and  satisfy  the  buildup  of  holdings  in  the 
real  estate  area,  they  had  to  call  the  person  that  had  the  good  loan 
and  tell  them  that  they  were  going  to  have  to  withdraw  that  loan, 
that  they  were  going  to  have  to  pay  it  off.  When  the  time  came, 
they  would  not  be  carried  forward.  They  would  have  to  go  find  an- 
other lender  to  carry  them. 

So  you  had  this  situation  where  the  good  borrower  in  that  in- 
stance was  saying,  look,  they  lost  their  credit  source  because  the 
bad  borrower  at  the  bank  was  being  carried  because  the  bank  was 
in  a  situation  where  they  just  couldn't  afford  to  wash  that  guy  out 
without  running  the  risk  of  sinking  the  whole  bank.  That's  how 
perverse  some  of  these  things  have  become. 

Mr.  BowsHER,  I  think  more  than  one  small  business  has  been 
caught  in  those  kind  of  traps. 

The  Chairman.  Let  me  call  on  Senator  D'Amato.  He's  been  very 
patient. 

Senator  D'Amato. 

Senator  D'Amato.  Mv  staff  has  been  counseling  about  me  saying 
this,  because  everybody,  all  those  people  over  there,  they  write 
these  things.  They'd  have  you  think  that  FDICIA  1991  was  the 

freatest  package  that  came  down.  The  regulators,  there  are  some 
isastrous  nuances  that  affect  the  lives  of  millions  of  people  in  the 
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business  community.  The  regulators,  and  Mr.  Bowsher  included, 
are  somewhat  concerned  about  saying  or  being  cast  in  the  position 
of  saying,  loosen  up  on  regulations.  No  one  is  really  saying  that. 

Senator  Kerry  is  absolutely  correct.  Right  up  and  down  the  line, 
you  have  a  crude  instrument  being  used  to  attempt  to  set  stand- 
ards. In  so  doing,  you  trap  everybody,  good,  bad,  and  mixed.  You 
make  situations  that  are  diflficult  impossible.  You  force  good  people 
out  of  business. 

There  have  been  banks  that  have  been  closed  down  that  had  no 
business  being  closed  down  that  wind  up  costing  the  taxpayers  for- 
tunes. Don't  ever  say  that,  because  if  you  say  that  they  will  cast 
you  as  being  a  friend  of  the  bankers  and  who  contributed  to  you 
and  who  didn't,  et  cetera. 

Let  me  tell  you  something.  We  have  exacerbated  the  problems  by 
some  of  the  rules.  Get  rid  of  all  the  junk  bonds  in  such  a  period 
of  time.  When  you  do  that  kind  of  thing,  what  do  you  think  you 
do?  You  take  something  that  has  value  and  depress  the  value. 

But  after  all,  in  the  minds  of  everybody,  junk  bonds  are  evil,  bad. 
So  if  I  had  to  say  to  you,  get  rid  of  all  of  your  real  estate  overnight, 
you'd  depress  the  value.  And  haven't  we  done  that  with  some  of 
these  institutions? 

So  I  want  to  just  say  to  Senator  Kerry,  he  is  correct.  I  don't  know 
if  Mr.  Bowsher's  group  is  the  group  that  we  should  be  hammering 
with — ^it  seems  to  me  the  Treasury  folks,  it  seems  to  me  that  the 
Fed  and  others  have  been  involved  in  this  process. 

But  I  think  one  of  the  things  we  need  is  for  those  regulators  or 
those  people  like  the  GAO  who  have  great,  great  credibility  with 
the  public  to  say  that  there  are  areas  that  we  can  refine  the  en- 
forcement of  these  laws,  keep  safe  standards,  and  make  it  possible 
then  to  protect  both  the  taxpayer  and  certainly  not  do  grievous  in- 
jury to  the  economy. 

We  have  unnecessarily  wounded  the  economy  in  some  of  these 
institutions  in  an  overzealousness  that  really  comes  down  to  pro- 
tecting ourselves.  At  one  point  in  time  if  they  would  have  said  we 
wanted  to  give  the  death  penalty  to  bankers  who  do  fraud  and  do 
these  things,  we  would  have  voted  for  that.  Give  them  more,  give 
them  100  years,  give  them  200,  you  know.  That's  the  kind  of  men- 
tality that  we  were  caught  into.  That's  the  system. 

So  my  friend  Senator  Kerry  is  correct,  there  is  another  problem. 
And  let's  go  back  to  it.  That's  this  business  as  it  relates  to  the 
undue  concentration.  Let  me  tell  you,  if  your  studies  are  even  in 
the  preliminary  stage,  you  will  find  that  there  is  an  undue  con- 
centration of  some  of  these  institutions  in  buying  long-term,  and  I 
say  long-term.  Government  securities.  And  while  they  are  enjoying 
the  differential  and  the  spread  and  living  off  the  fat  of  the  land  and 
looking  better,  isn't  there  really  a  tremendous  down  side  if  interest 
rates  move  up?  What  happens  to  those  institutions? 

Shouldn't  there  be  some  kind  of  requirement  for  more  diversifica- 
tion so  that  we  don't  have  an  institution  that  looks  very  healthy, 
very  well  capitalized,  and  if  interest  rates  go  up  it  finds  itself  in 
a  losing  position?  Some  institutions  who  have  played  that  game 
years  ago  with  Fannie  Maes  and  what  not  lost  as  much  as  $500 
million.  What  about  it? 
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Mr.  BowsHER.  That  is  a  danger.  In  other  words,  some  of  them 
are  trying  to  hedge  that  risk,  but  I  am  sure  there  are  some  out 
there  that  are  taking  in  the  profits  right  now  on  the  spread.  But 
there  is  no  question  that  if  the  interest  rates  turn  and  you  have 
long-term  bonds  there  and  you  haven't  properly  hedged  it,  why  you 
can  soon  be  looking  at  much  narrower  profits  or  even  losses. 

Senator  D'Amato.  In  your  study,  I  am  wondering,  Mr.  Chairman 
if  we  could  ask — and  I  don't  know  if  you  are — if  you  could  take  a 
look  at  this  as  it  relates  to  diversification  of  some  of  these  port- 
folios, whether  or  not  you  are  concerned  about  that,  because  I  cer- 
tainly am.  I  can  see  us  a  couple  of  years  from  now  coming  back 
here  and  having  a  situation  where  we've  got  some  institutions  in 
real  trouble  and  bigger  losses  are  incurred  as  a  result  of  that.  It 
seems  to  me  this  is  one  of  the  areas  we  should  be  concerned  about. 

Thank  you,  Mr.  Chairman. 

Senator  Kerry.  Mr.  Chairman,  do  you  have  a  time  frame  on  this 
study,  may  I  ask? 

The  Chairman.  In  terms  of  the  one  that  he  has  on  the  way,  or 
initiating  a  new  one? 

Senator  Kerry.  The  one  under  way  and  when  it  will  actually  be 
submitted  completed? 

The  Chairman.  Let's  ask  what  their  time  table  looks  like  now. 
I  know  they  are  working  on  it. 

Mr.  BowsHER.  We  would  hope  that  late  spring  we  could  give 
some  preliminary  report  to  you  and  it  might  take  us  a  little  longer 
to  get  the  final  report.  But  we  are  going  to  try  to  do  it  just  as  fast 
as  we  can.  And  we  have  a  team  working  on  it  right  now  and  have 
had  for  several  weeks. 

The  Chairman.  Bear  in  mind  I  hope  to  introduce  in  a  matter  of 
a  couple  of  weeks  or  so  a  regulatory  consolidation  package.  Con- 
gressman Gonzalez,  the  Banking  Chairman  on  the  House  side,  I 
know,  plans  to  do  so  as  well.  His  will  likely  be  somewhat  different 
than  ours. 

We  will,  then,  undertake  to  have  hearings  on  this  so  that  we  can 
decide  what  the  scope  of  that  kind  of  effort  might  be.  And,  of 
course,  new  administration  officials  should  be  by  that  time  con- 
firmed, in  place,  on  deck,  ready  to  respond  in  terms  of  their  rec- 
ommendations, their  support,  the  ideas  they  have,  and  so  forth. 

I  am  hopeful  that  at  that  point,  Mr.  Bowsher's  report  will  be 
available  to  us  and  we  can  fold  that  in  in  terms  of  their  assessment 
of  what  ought  to  be  done.  And  then  we  are  in  a  position  and  we 
will  obviously  ask  outside  experts,  too,  to  the  extent  we  can  find 
them,  an  array  of  them,  and  then  we  will  make  a  judgment.  We 
will  make  a  judgment,  all  of  us  here  around  this  table,  as  to  what 
we  think  can  be  done,  obviously,  the  administration  will  have  a 
major  part  to  play  in  that,  and  then  undertake  to  do  it.  I  want  to 
turn  these  wheels  as  quickly  as  we  can. 

Having  said  that,  this  is  an  enormously  complex  area.  That's  one 
of  the  reasons,  I  think,  why  the  prior  administration  was  not  able 
to  sort  of  wrestle  it  to  the  ground,  I  think  it's  fair  to  say,  and  even 
with  colleagues  on  this  side  of  the  aisle,  were  very  harsh  in  their 
comments  even  some  of  them  today  which  were  directed  at  the 
former  Treasury  secretary. 
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Leaving  all  of  that  aside,  it's  very  important  that  we  act  as 
promptly  in  this  area  as  we  can.  If  we  don't  get  8  million  jobs  over 
the  next  4  years,  this  country  is  going  to  go  right  back  into  a  very 
serious  set  of  difficulties.  It's  just  that  simple. 

Senator  Kerry.  Thank  you,  Mr.  Chairman. 

The  Chairman.  Senator  Moseley-Braun,  I'm  going  to  call  on  you. 
I'm  going  to  ask,  after  your  comment,  if  perhaps  we  can  give  any 
remaining  questions  to  Mr.  Bowsher  in  writing,  so  he  can  respond, 
so  we  can  call  Mr.  Reischauer,  who's  been  very  patient. 

Yes? 

Senator  Moseley-Braun.  Thank  you,  Mr.  Chairman. 

And  to  Mr.  Bowsher.  As  part  of  the  report,  I  understand  the 
Chairman  has  talked  about  regulatory  consolidation.  I  think  if 
there's  a  single  complaint  that  we  hear  across  the  board  from  all 
kinds  of  quarters,  it  has  to  do  with  the  regulatory  burden  and  the 
seeming  nonsensical  nature  of  it.  It  doesn't  make  much  sense  to 
people. 

On  the  one  hand,  you  have  the  complaints  from  bankers  about 
the  regulatory  burden  and  you  turn  around,  and  the  community 
groups  are  complaining  about  the  same  thing.  The  private  sector, 
small  business  are  complaining  about  the  same  thing,  referencing 
specifically  in  the  conversation,  I  think,  Mr.  Chairman,  we  had  be- 
fore, the  Community  Reinvestment  Act. 

It's  almost  incomprehensible  that  you  could  have  what  you  call 
reverse  redlining,  the  discrimination  against  women  and  minorities 
in  loans,  the  inability  to  access  money  in  inner-city  communities 
and  a  Community  Reinvestment  Act  that  the  bankers  hate  as  well. 
It  just  doesn't  make  much  sense. 

And  I  think,  if  anything,  looking  at  the  issue  of  regulatory  con- 
solidation, that  it  makes  sense,  I  would  suggest  or  hope  that 
sunseting  would  not  be  excluded  as  an  option  to  look  at. 

It  may  be  that  some  of  the  framework  just  is  not  doing  what  it's 
accomplished,  what  it's  designed  to  do.  And  rather  than  continuing 
to  tinker  with  something  that  is  unfixable,  it  may  make  sense  for 
us  to  say  let's  go  back  to  the  drawing  board  and  take  another  ap- 
proach that  doesn't  depend  as  much  on  regulatory  modalities,  regu- 
latory approaches,  to  accomplish  the  end  that  is  set  out  in  the  stat- 
ute. 

So  I  guess  my  only  point  would  be  again,  preliminary  to  your  re- 
port, if  you  would  take  a  look  at  all  the  options,  fixing  it  as  well 
as  junking  it,  in  terms  of  addressing  this  whole  issue  of  regulatory 
reform.  Because  we  absolutely,  positively  have  to  do  something  if 
we're  going  to  be  responsive  and  if  we're  going  to  begin  to  open  up 
the  flow  of  credit  so  that  we  can  create  jobs  in  this  country. 

The  Chairman.  I  think  I  should,  for  the  record,  add  one  other 
thing.  We  had  a  hearing  in  this  committee  roughly  a  week  before 
the  last  presidential  election  on  the  condition  of  the  banking  sys- 
tem. And  we  called  in,  at  that  time,  all  the  top  regulators. 

We  had  scheduled  that  hearing  because  there  was  a  concern  in 
the  presidential  debates  as  to  what  was  going  to  happen  right  after 
the  election. 

You  may  remember,  in  the  last  debate,  Ross  Perot,  for  example, 
thought  there  was  going  to  be  a  very  large  December  surprise,  a 
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number  of  bank  failures.  President  Bush  had  his  view,  and  now 
President  CHnton  has  his  view. 

So  we  called  in,  on  that  date,  all  the  regulators,  who  sat  at  a 
table  like  this,  and  asked  them,  then,  what  the  condition  was  of  the 
banking  system,  what  the  problems  were  that  they  saw  at  that 
time,  and  so  forth. 

I  would  recommend  that  hearing  record  to  anyone  who  has  not 
had  a  chance  to  see  it.  Because  what  they  said  to  us — we  had  all 
the  bank  regulators  seated  here,  so  this  is  not  very  long  ago.  This 
is,  in  fact,  just  a  number  of  weeks  ago.  They  pointed  out,  at  that 
time,  a  number  of  remaining  problems  in  the  banking  system. 

They  talked  about  the  interest  rate  risk  issue  that  Senator 
D'Amato  has  just  talked  about,  that  if  these  interest  rates  reverse 
themselves,  banks  that  have  got  big  holdings  and  are  showing  nice 
earnings  now  can  get  clobbered,  and  I  mean  really  take  it  on  the 
chin. 

They  talked  about  continuing  real  estate  problems,  your  issue,  as 
these  rents  continue  to  fall  and  buildings  lose  value  and  tenants 
move  back  and  forth,  there  are  further  losses  to  be  taken  in  terms 
of  write-downs  of  real  estate  loans. 

There  was  a  question  raised  by  the  Federal  Reserve  representa- 
tive. The  Governor  of  the  Federal  Reserve,  who  was  here  to  testify, 
was  concerned  about  home  equity  loans. 

There  was  also  a  concern  expressed  about  the  swaps  and  deriva- 
tive products  which  are  these  new  exotic  instruments  to  try  to 
hedge  risk,  which  are  not  regulated  directly.  It's  unclear  exactly 
what  the  exposures  are  in  that  area. 

There  was  also  a  question  of  credit  card  risk.  We've  been  seeing 
recently  that  a  number  of  major  financial  institutions  have  been  in 
the  credit  card  business  and  are  taking  huge  write  downs  and  get- 
ting out  of  the  credit  card  business.  So  there  are  problems  out  in 
that  area.  And  I'm  just  citing  these  from  memory  and  there  are  two 
or  three  others  that  are  identified. 

What's  the  point  I'm  making?  The  point  I'm  making  is  that  the 
banking  regulators  themselves,  having  just  testified  before  this 
committee,  identified,  for  us,  a  number  of  high  risk  areas  that  they 
see  that  are  still  out  there  in  the  banking  system. 

Even  though  we've  seen  the  improvement  in  profits  and  capital 
buildup  in  a  certain  number  of  the  banks  over  the  last  year,  there 
are  a  number  of  problems  and  potential  problems  of  consequence 
out  there  that  are  a  matter  of  concern  to  them. 

And  the  largest  one,  which  I've  saved  for  last,  is  that  they  said 
if  this  economy  doesn't  start  to  show  more  acceleration  and  growth 
and  job  growth,  if  we  should  go  back  into  a  kind  of  lingering  reces- 
sion and  the  economy  should  start  to  sputter  again,  these  bank 
problems  could  suddenly  enlarge  and  worsen  quite  quickly. 

So  we  are  in  a  fragile  and  complex  situation.  All  these  things  are 
at  play  at  the  same  time.  So  I  think  we  have  to  keep  all  those  is- 
sues on  the  table,  because  it  isn't  necessarily  just  a  matter  of  clear 
sailing. 

While  the  points  are  well-taken  about  regulatory  consolidation, 
figuring  out  how  we  have  an  efficient  system,  how  credit  is  getting 
into  the  inner-city,  how  it's  getting  to  entrepreneurs  and  minority 


37 

borrowers,  issues  that  we're  going  to  be  looking  at  here  just  in  the 
next  few  days,  are  absolutely  critical. 

But  we're  not  out  of  the  woods  in  our  financial  structure  prob- 
lems, and  we  shouldn't  assume  that  we  are. 

We  have  a  $70  billion  taxpayer  loan  that's  in  place  right  now  to 
prop  up  the  Bank  Insurance  Fund.  The  Bank  Insurance  Fund  has 
not  reestablished  its  own  solvency  based  on  premiums  being  paid 
in  by  the  banks,  and  they  won't  for  some  time. 

And  so  we've  got  to  be  very  very  careful  as  to  how  we  navigate 
our  way  through  these  problems  in  an  economy  that  is  still  quite 
fragile,  and  in  a  world  economic  system  that  also  has  a  lot  of  soft 
spots  in  it.  That's  the  nature  of  the  problem. 

I  know  every  member  here  is  grappling  with  those  same  issues. 
Certainly  the  new  President  is.  But  this  is  a  matter  of  both  com- 
plexity and  also  of  careful  balance  that's  going  to  be  the  key  here. 

We  can't  tilt  too  far  one  way  or  the  other,  or  we'll  likely  to  find 
ourselves  thinking  we're  solving  one  problem  and  replacing  it  with 
even  a  bigger  problem.  So  it's  not  an  easy  matter  by  any  means. 

If  I  may,  I'm  going  to  excuse  this  witness,  unless  there's  objec- 
tion, and  I'm  going  to  now  ask  Mr.  Reischauer  if  he'll  come  forward 
and  we'll  take  his  testimony  at  this  time. 

Let  me  also,  just  as  the  room  gets  resituated  here  and  as  our  wit- 
nesses who  have  just  testified  leave,  we'll  take  about  a  2-minute  re- 
cess, and  then  we'll  begin  with  Director  Reischauer. 

[Brief  recess.] 

The  Chairman.  Director  Reischauer,  thank  you  for  your  patience 
this  morning.  As  you  can  see,  there  is  great  member  interest  in 
these  issues  and  subjects. 

Of  course,  you  were  testifying  yesterday  before  the  Senate  Budg- 
et Committee,  and  I  know  you  re  on  a  cycle  of  appearances  before 
committees  of  the  House  and  Senate.  We  appreciate  your  being 
here  today. 

I'm  going  to  make  your  full  statement  a  part  of  the  record,  and 
I  would  invite  you  now  to  make  whatever  summary  comments  you 
would  make,  sir, 

STATEMENT  OF  ROBERT  REISCHAUER,  DIRECTOR, 
CONGRESSIONAL  BUDGET  OFFICE 

Mr.  Reischauer.  Thank  you,  Mr.  Chairman.  I  appreciate  the  op- 
portunity to  be  here. 

I  will  summarize  the  points  made  in  my  prepared  statement, 
which  deals  largely  with  the  Congressional  Budget  Office's  (CBO's) 
new  baseline  projections  for  the  Resolution  Trust  Corporation,  the 
Savings  Association  Insurance  Fund,  and  the  Bank  Insurance 
Fund. 

After  some  extraordinary  difficult  times  over  the  past  few  years, 
the  outlook  for  the  bank  and  thrift  industries  has  improved  mark- 
edly. This  improvement  reflects  the  beneficial  effects  of  removing 
failing  institutions  from  the  marketplace,  legislative  and  regulatory 
changes,  and  an  overall  improvement  in  economic  conditions. 

Of  particular  importance  is  the  unusually  wide  spread  between 
borrowing  and  lending  rates,  which  has  allowed  banks  and  thrifts 
to  add  to  their  reported  capital  bases,  and  give  a  new  lease  on  life 
to  some  institutions  that  regulators  might  have  closed. 
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While  the  outlook  has  improved  since  my  last  appearance  before 
this  committee,  anv  optimism  should  be  guarded,  because  there  is 
still  a  good  deal  of  fragility  in  these  industries,  and  because  some 
of  the  causes  of  the  improved  outlook  are  not  expected  to  persist. 

For  example,  the  interest  rate  spreads  will  narrow  as  the  econ- 
omy recovers  and  the  gains  realized  from  appreciation  could  dwin- 
dle. 

Furthermore,  the  long-run  over-capacity  that  characterizes  these 
industries  will  heighten  competition  and  continue  to  put  pressure 
on  profit  margins. 

CBO's  baseline  projections  of  outlays  for  deposit  insurance  over 
the  1993-1998  period  do  not  show  the  wild  swings  that  character- 
ized these  accounts  in  the  past. 

Net  outlays  will  be  close  to  zero  over  this  6-year  period,  peaking 
at  about  $11  billion  in  1995,  and  dipping  as  low  as  minus  $14  bil- 
lion in  1997. 

These  estimates  are  very  uncertain,  since  they  depend  on  bank 
and  thrift  financial  data,  which  sometimes  leave  something  to  be 
desired.  They  also  depend  on  the  state  of  the  economy  in  general; 
interest  rates,  real  estate  markets,  competitive  factors,  how  regu- 
lators deal  with  some  troubled  large  institutions,  and  how  they  set 
deposit  insurance  premiums. 

I  think  you  gave  an  excellent  summary  of  the  risks  and  uncer- 
tainties that  lie  ahead  for  these  industries  in  some  of  your  closing 
comments. 

Looking  more  closely  at  the  Bank  Insurance  Fund  (BIF),  CBO 
projects  tnat  the  fund  will  incur  gross  losses  of  $29  billion  in  the 
1993-1996  period.  This  represents  a  reduction  from  the  $37  billion 
figure  that  we  reported  to  you  in  August. 

BIF's  borrowing  authority  should  be  sufficient  to  cover  its  needs, 
and  any  borrowing  should  be  repaid  from  bank  premiums  and  asset 
sales  over  the  course  of  the  next  decade. 

CBO  anticipates  that  through  1995,  the  Bank  Insurance  Fund 
will  have  to  borrow  about  $21  billion  fi-om  the  Federal  Financing 
Bank  (FFB)  for  working  capital,  but  that  it  will  not  need  to  borrow 
from  the  Treasury  to  cover  losses. 

CBO's  projections  assume  that  current  premiums,  which  average 
about  25  percent  per  $100  of  assessable  deposits,  will  remain  in  ef- 
fect. 

CBO  projects  that  premium  income  will  be  sufficient  to  restore 
the  Fund's  balance  to  the  statutory  target  level  by  the  year  2006. 

As  for  the  thrift  problem,  CBO  has  revised  downward  by  about 
$15  billion  its  estimate  of  the  present  value  cost  of  the  thrift  clean- 
up. We  now  estimate  that  losses  on  failed  institutions  in  the  1989- 
1998  period  will  cost  the  Resolution  Trust  Corporation  (RTC)  and 
its  successor  about  $120  billion  on  a  present  value  basis.  That 
amount  is  in  addition  to  the  $60  billion  that  will  be  spent  for  thrift 
losses  that  were  incurred  before  1989. 

CBO  believes  that  the  RTC  and  the  Savings  Association  Insur- 
ance Fund  (SAJF)  could  tackle  the  remainder  of  the  cleanup  with 
additional  funding  for  losses  at  about  $50  billion.  These  additional 
funds,  along  with  anticipated  premium  income,  would  provide 
about  $8  billion  to  build  up  the  net  worth  of  SAIF,  which  is  re- 
quired by  law. 
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Despite  the  reduction  in  CBO's  estimate  of  the  size  of  the  prob- 
lem, one  should  not  conclude  that  leaving  insolvent  institutions 
open  represents  a  savings  to  the  taxpayer.  The  reductions  would 
have  been  even  greater  if  the  RTC  had  been  provided  resources  in 
a  timelv  manner  last  year,  as  this  committee  did  its  best  to  do. 

CBO  s  new  estimates  assume  that  the  RTC  will  receive  funding 
this  spring,  and  that  continued  funding  will  be  made  available 
without  interruption.  We  remain  optimistic,  despite  all  evidence  to 
the  contrary  over  the  last  few  years. 

Of  course,  the  Federal  Budget  records  yearly  deposit  insurance 
flows  in  cash,  not  in  terms  of  present  value.  So  it  might  be  useful 
if  I  just  reviewed,  for  a  minute,  the  cash  numbers  with  you,  which 
are  displayed  in  table  1,  which  is  on  page  15  of  my  prepared  state- 
ment. 

CBO  estimates  that  net  outlays  by  the  RTC  and  SAIF  will  total 
about  $2  billion  over  the  1993-1998  period.  Outlays  will  be  nega- 
tive in  1993  because  the  RTC  will  have  had  no  spending  authority 
for  at  least  a  third  of  the  fiscal  year.  And  receipts  from  sales  of  as- 
sets will  exceed  CBO's  estimate  of  the  Agency's  spending. 

Assuming  that  funding  is  made  available  this  spring,  we  project 
that  net  outlays  by  the  RTC  and  SAIF  will  total  about  $17  billion 
over  the  1994-1996  period  before  turning  negative  again  in  1997 
and  1998,  as  the  losses  for  thrift  failures  begin  to  decline. 

In  addition,  the  FSLIC  Resolution  Fund  will  spend  an  estimated 
$7  billion  during  the  1993-1998  period  to  resolve  institutions  that 
failed  before  1989. 

Besides  Treasury  appropriations,  the  only  source  of  funds  avail- 
able to  finance  the  outlays  are  insurance  premiums  that  thrifts  pay 
on  deposits. 

If  the  SAIF  uses  these  insurance  premiums,  along  with  cash  re- 
serves, to  pay  for  insurance  losses  and  administrative  costs  over 
the  1993-1998  period,  CBO  expects  that  the  Congress  will  have  to 
appropriate  about  $43  billion  to  the  RTC  or  the  SAIF  or  both  to 
cover  the  shortfalls  in  losses  from  insolvent  thrifts. 

Using  all  available  funds  in  this  fashion  would  leave  the  SAIF 
with  negligible  resources  for  its  subsequent  needs  and  the  fund 
would  not  attain  the  net  worth  targets  that  are  specified  in  the  Fi- 
nancial Institutions  Reform,  Recovery,  and  Enforcement  Act 
(FIRREA). 

If  the  goal  of  the  Congress  is  to  build  up  the  SAIFs  reserves  to 
$7.6  billion  on  October  1,  1998,  then  under  CBO's  baseline  assump- 
tions, it  will  have  to  appropriate  approximately  $50  billion,  which 
I  mentioned  earlier,  to  cover  RTC  and  SAIF  expenses  over  this  pe- 
riod. 

Let  me  conclude  in  a  cautionary  vein  by  noting  that  some  of  the 
borrowing  authority  given  to  the  FDIC  to  ensure  sufficient  funds 
for  the  Bank  Insurance  Fund  could  end  up  being  swallowed  by  the 
SAIF  if  the  Congress  and  the  administration  fail  to  agree  on  re- 
newed funding  for  the  RTC.  That  could  leave  the  SAIF  with  an  ex- 
tensive backlog  of  failed  thrifls  when  it  assumes  responsibility  for 
resolving  those  institutions  in  October  1993. 

The  RTC  needs  additional  funding  to  carry  out  its  responsibil- 
ities and  to  help  avert  demand  by  the  SAIF  for  borrowing  authority 
that  has  already  been  provided. 
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Failure  to  provide  sufficient  funds  now  would  lead  to  a  weaker 
industry  in  the  long  run,  and  to  an  insurance  fund  that  is  likely 
to  spend  substantially  more  money  than  it  would  if  those  funds 
were  provided  in  an  expeditious  fashion. 

The  longer  we  try  to  avoid  the  unavoidable,  the  more  expensive 
it  will  be,  Doth  to  the  taxpayer  and  to  the  U.S.  economy  as  a  whole. 

That  concludes  my  summary.  I'll  be  glad  to  answer  any  questions 
that  you  might  have. 

The  Chairman.  Thank  you  very  much. 

Before  you  arrived,  I  said  how  much  I  appreciated  the  profes- 
sional work  that  you  and  your  colleagues  have  done  at  CBO  for  us 
over  a  period  of  time.  It's  been  very  helpful  to  this  committee,  as 
it  is  again  today.  So  I  want  to  acknowledge  and  express  our  appre- 
ciation for  that  work  and  that  professionalism. 

Mr.  Reischauer.  Thank  you  for  that.  My  staff  enjoys  working 
with  your  staff  a  great  deal. 

The  Chairman.  We  spend  a  lot  of  time  together. 

Mr.  Reischauer.  It's  a  mutual  learning  experience. 

The  Chairman.  Let  me  ask  you  what  your  level  of  confidence  is 
in  the  numbers  that  you  presented  here  today.  I  know  you're  strug- 
gling all  the  time  to  make  forecasts,  but  can  you  give  us  a  sense 
as  to  the  level  of  confidence  you  have  in  the  likelihood  that  these 
numbers  are  going  to  work  out  as  you  indicated? 

Mr.  Reischauer.  As  this  process  has  continued,  we  have  learned, 
and  we  have  refined  our  estimation  methodologies  so  that  I  think 
we're  more  confident  now  than  we  have  been  in  the  past. 

But  I  would  stress  that  there  are  many  factors  over  which  we 
have  little  control  and  very  little  ability  to  predict  how  they  will 
turn  out.  We  can  all  make  educated  guesses  about  the  zeal  of  regu- 
lators, the  course  of  interest  rates,  the  turbulence  in  real  estate 
markets — all  of  the  factors  that  you  mentioned — ^but  there  is  a 
great  deal  of  uncertainty  surrounding  those  guesses. 

The  Chairman.  If  I  am  following  your  testimony  correctly,  you're 
saying  it's  a  figure  of  about  $50  billion  you  estimate  to  wrap  up 
this  problem.  That  leaves  you  an  amount  sufficient  to  finance  the 
Insurance  Fund? 

Mr.  Reischauer.  Correct. 

The  Chairman.  For  the  savings  and  loan  industry.  If  you  take 
that  roughly  $50  billion  figure  then,  with  that  definition  attached 
to  it,  the  OTS  previously  had  indicated  that  they  thought  it  would 
take  about  $43  billion,  I  believe,  was  the  number  they  were  ad- 
vancing to  finish  this  problem. 

Mr.  Casey  over  at  the  RTC  more  recently  has  said  that  he  thinks 
it  might  be  done  for  less  than  that.  I  think  he  was  using  a  figure 
of  maybe  $25  billion,  or  maybe  even  less  than  that. 

Can  you  tell  me  what  accounts  for  the  difference?  The  difference 
with  Mr.  Casey  is  obviously  much  more  significant  than  in  the 
other  instance,  but  have  you  looked  at  that?  And  why  would  there 
be  such  a  variance  here? 

Mr.  Reischauer.  To  the  extent  that  we're  able  to  ferret  out  the 
differences,  some  of  the  variance  is  caused  by  the  fact  that  our 
number  represents  the  cost  through  1998.  So  we  are  looking  at  a 
longer  period  than  those  to  which  Mr.  Casey's  and  some  of  the 
other  estimates  applied. 
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In  addition,  I  think  CBO's  view  is  slightly  more  pessimistic,  or 
less  optimistic,  than  theirs  on  such  things  as  the  number  of  institu- 
tions that  might  have  to  be  resolved  and  the  total  amount  of  assets 
involved  in  those  resolutions.  CBO  may  also  be  a  little  more  pessi- 
mistic on  the  loss  rate  that  would  be  associated  with  those  assets. 

The  Chairman.  How  would  you  respond,  then,  to  the  question  as 
to  whether  or  not  the  Bank  Insurance  Fund  or  the  Savings  and 
Loan  Insurance  Fund,  are  adequately  funded  under  present  law  to 
really  finish  the  job? 

Mr.  Reischauer.  Our  best  estimate  is  that  the  Bank  Insurance 
Fund  is  adequately  situated  to  handle  the  problem  that  it  has  been 
given. 

With  respect  to  the  RTC  and  the  SAIF,  that  clearly  is  not  the 
case.  We  have  to  belly  up  to  the  bar  and  appropriate  more  funds. 
The  longer  these  appropriations  are  avoided  or  delayed,  the  less 
timely  the  closure  process  will  be  and  the  more  it  will  cost  the 
American  taxpayer  in  the  long  run. 

The  Chairman.  You  heard  some  of  the  discussion  earlier  on  the 
regulatory  process,  how  it's  working,  how  individual  regulators  are 
attempting  to  carry  out  their  work.  Can  we  always  assume  that 
what  the  regulators  are  doing  is  necessarily  in  the  best  interests 
of  the  taxpayers?  Can  you  give  any  examples  where  the  regulators 
have  not  served  the  taxpayers'  best  interests?  And  do  you  have  any 
suggestions  in  this  area? 

Mr.  Reischauer.  That  was  basically  the  lesson  over  the  last  dec- 
ade. The  regulators  avoided  the  difficult  decisions  that  were  re- 
quired, in  the  face  of  the  risks  that  the  industry  was  taking  and 
the  changes  that  were  occurring  in  the  American  economy.  We  are 
paying  the  price  for  that  right  now. 

The  Chairman.  Having  heard  some  of  the  discussion  on  the  con- 
solidation of  regulatory  agencies,  do  you  have  a  view  on  the  need 
for  consolidation  or  the  advisability  of  some  consolidation? 

Mr.  Reischauer.  In  response  to  the  letter  that  you  wrote  CBO 
several  weeks  ago,  we  are  preparing  a  short  analysis  of  this  issue 
that  will  lay  out  some  of  the  pros  and  cons. 

I  think  tnat  in  the  long  run  it  probably  makes  sense  to  consoli- 
date some  of  the  regulatory  agencies.  It  will  simplify  the  process 
both  within  the  Government  and  between  the  Government,  the  reg- 
ulators, and  the  industries  themselves. 

I  think  that  in  the  short  run,  the  issue  is  probably  one  of  wheth- 
er consolidation  of  the  Office  of  the  Comptroller  of  the  Currency 
(OCC)  and  the  Office  of  Thrift  Supervision  (OTS)  should  be  consid- 
ered. 

This  will  depend,  I  think,  largely  on  the  extent  to  which  you  be- 
lieve that  the  banks  and  the  thrifts  are  becoming  more  and  more 
alike,  so  that  a  single  agency  can  effectively  regulate  both.  It  also 
depends  on  the  extent  to  which  there  would  be  savings — ^both  cost 
savings  associated  with  such  a  consolidation  and  informational  effi- 
ciencies that  could  produce  savings  by  sharing  information.  And  ob- 
viously, a  consolidation  could  reduce  the  burden  that  is  placed  on 
those  who  are  regulated. 

The  Chairman.  You  know,  on  the  one  hand,  because  we've  been 
through  such  a  difficult  period  and  we're  still  working  our  way 
through  it,  you  don't  want  to  necessarily  introduce  more  turmoil 


42 

and  disruption,  because  that  could  come  at  a  time  when  you've  got 
a  patient,  in  a  sense,  in  a  hospital  ward  that  you're  trying  to  have 
recover. 

Mr.  Reischauer.  That  is  a  very  important  point.  We  must  re- 
member that  many  of  the  Federal  Deposit  Insurance  Corporation 
Improvement  Act's  (FDICIA's)  regulatory  impacts  are  really  just 
going  into  effect  now.  And  of  course  there  is  that  shock,  that  strain, 
that  uncertainty,  that  exists  when  we  change  from  one  regime  to 
another. 

Some  of  the  turmoil  that  I  think  you  might  be  hearing  from  the 
banks  and  the  thrifts  is  associated  with  that.  It  is  important  to  sift 
that  out  and  get  to  the  more  fundamental  underlying  problems 
that  may  or  may  not  exist. 

The  Chairman.  I  think  you  have  those  factors  on  the  one  hand. 
On  the  other  hand,  I  think  there  tends  to  be  almost  a  fierce  natural 
defense  of  existing  turf  and  existing  definitions,  and  it's  very  tough 
to  change  longstanding  governmental  structures. 

I  mean,  in  a  sense,  its  like  an  organism  that  fights  to  preserve 
itself  for  its  own  survival,  so  that  even  when  changes  and  consoli- 
dations are  otherwise  justified  and  needed,  I  think  there  is  a  natu- 
ral resistance  to  having  that  happen.  So  it  will  be  very  important. 

Mr.  Reischauer.  There  will  be  natural  resistance,  not  only  from 
the  agency  that  is  attempting  to  preserve  its  existence — its  reason 
for  being — ^but  among  those  who  are  regulated,  and  who  have  de- 
veloped, in  a  sense,  a  comfortable  relationship — an  interaction  that 
they  understand — and  are  fi*ightened  about  the  unknown. 

The  Chairman.  I  just  want  to  ask  a  couple  of  other  things,  then 
I'll  yield  to  Senator  Bond  here. 

Are  there  any  additional  reforms  that  you  think  ought  to  be 
made  with  respect  to  deposit  insurance  that  we  can  keep  it  out 
there,  and  yet  get  the  pluses  and  not  do  negatives  with  it? 

Mr.  Reischauer.  I  would  preface  this  with  the  discussion  we 
were  just  having,  which  made  the  point  that  too  much  change  in 
a  short  time  probably  is  not  good. 

We  have  experienced  immense  change  over  the  last  3  or  4  years. 
So  this  is  perhaps  more  of  a  gradual,  mcremental,  longer-run  type 
of  agenda. 

But  I  think  we  should  examine  whether  it  might  be  appropriate 
to  increase  the  differentials  that  exist  on  the  risk-based  premiums 
that  we  are  imposing. 

Right  now,  we  have  a  relatively  narrow  set  of  penalties  for  those 
institutions  that  pose  significantly  more  risk  to  the  taxpayer. 

In  addition,  it  might  be  worthwhile  to  consider  rules  for  large  in- 
stitutions that  would  require  them  to  maintain  a  certain  amount 
of  subordinated  debt,  so  that  market  pressures  could  reinforce  the 
pressures  that  the  regulator  imposes. 

Certainly,  I  think  we  should  continue  to  try  improving  the  qual- 
ity of  the  information  that  is  disclosed.  At  the  same  time,  one  has 
to  temper  that  with  the  realization  that  you  do  not  want  to  impose 
unnecessary  burdens  on  these  institutions. 

Finally,  it  might  be  worthwhile  to  consider  whether  the  regulator 
should  be  required  to  have  contingency  plans  for  seizing  large  insti- 
tutions that  get  into  serious  trouble.  Contingency  plans  of  this  sort 
have  to  be  very  complicated.  This  is  not  a  simple  thing  to  do. 
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The  Defense  Department  routinely  has  contingency  plans  for  cri- 
ses that  might  develop.  If  you  do  not  have  contingency  plans  when 
a  crisis  develops,  either  you  do  not  act  as  you  should,  or  you  act 
much  later. 

There  is  always  the  tendency,  I  think,  to  say  we  can't  do  it  be- 
cause we  haven  t  thought  about  it.  And  when  one  then  takes  ac- 
tion, it  tends  to  be  much  more  disruptive  than  need  be. 

I  am  not  saying  that  contingency  plans  should  be  laid  out  for  the 
public,  but  there  should  be  some  inquiry  into  whether  these  exist 
and  whether  coordination  among  the  various  actors  in  such  situa- 
tions has  been  thought  through.  This  is  a  long-run  agenda  for  the 
committee  to  consider. 

The  Chairman.  I  appreciate  those  points,  and  I  appreciate  the 
importance  of  the  last  point. 

Finally,  having  studied  this  now,  what  do  you  see,  just  in  terms 
of  your  own  sense,  perhaps  is  the  appropriate  future  for  the  thrift 
industry?  Do  you  see  it  as  an  industry  that  will  be  out  there  as  a 
separate  industry  with  a  separate  regulator  and  charter  and  essen- 
tially with  a  different  scope  of  activities  that  really  differentiates 
it? 

Mr.  Reischauer.  Less  and  less,  I  think. 

Certainly,  you  know  that  within  the  financial  sector,  some  banks 
have  more  interest  in  community-oriented  activity — local  deposits, 
local  lending,  real  estate — and  others  are  more  national  and  inter- 
national in  scope. 

The  difference  between  commercial  banks  at  that  end  of  the  spec- 
trum, and  thrifts,  is  likely  to  continue  to  narrow,  I  think,  over 
time. 

Market  pressures,  competition  between  banks  and  thrifts — every- 
thing is  pushing  in  that  direction,  and  the  powers  and  responsibil- 
ities that  Federal  regulation  and  law  have  placed  on  the  two  have 
narrowed  the  differences. 

The  Chairman.  Thank  you. 

Senator  Bond? 

Senator  Bond.  Thank  you,  Mr.  Chairman. 

I  want  you  to  know,  I  have  a  few  questions  I  want  to  go  over 
with  you.  I  tried  to  catch  most  of  your  testimony  over  the  trans- 
mission when  I  had  to  go  back  to  the  office.  I  hope  that  I'm  not 
going  over  things  that  you've  already  gone  over.  But  just  a  few 
quick  questions. 

Do  you  think  the  FDIC  is  likely  to  have  to  raise  premiums  again, 
or  do  you  think  we're  in  good  enough  shape? 

Mr.  Reischauer.  CBO  assumes  that  they  do  not,  that  the  same 
average  premium  of  roughly  25  cents  per  $100  remains  in  effect 
through  our  projection  period,  which  ends  with  1998.  If  our  other 
assumptions  come  to  pass,  the  Bank  Insurance  Fund  will  be  ade- 
quately provided  for. 

Senator  Bond.  A  question  I  asked  Mr.  Bowsher. 

Mr.  Reischauer.  That,  I  might  add,  is  a  change  from  CBO's  pre- 
vious set  of  assumptions,  in  which  premiums,  I  believe,  went  up  to 
30  cents  over  an  18-month  period.  This  is  a  reflection  of  our  more 
optimistic  view  of  the  state  of  the  economy. 

Senator  Bond,  That's  good  news  for  those  people  who  were  con- 
cerned about  the  impact  on  profitability,  a  significant  increase. 
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A  question  I  asked  Mr.  Bowsher,  I'd  like  your  views  on 
haircutting  of  the  uninsured  depositors  and  whether  you  think 
there's  been  a  saving  to  the  taxpayers  and  increase  in  depositor 
discipHne,  or  do  you  feel  it's  caused  instability  and  runs  on  banks? 

Mr,  Reischauer.  To  date,  we  really  have  not  done  much  of  this. 
There  have  been  instances  in  which  uninsured  depositors  have 
been  asked  to  take  partial  pajnnent  until  the  final  resolution  of  the 
final  sale  of  the  assets  takes  place. 

But  unless  you  have  a  system  in  which  the  uninsured  depositor 
realizes  that  he  or  she  is  going  to  take  a  haircut,  you  can't  expect 
a  market  response.  We'll  have  to  wait  and  see  how  this  evolves. 

Senator  Bond.  So  we  are  sending  the  signal 

Mr.  Reischauer.  We  are  sending  a  different  set  of  signals  that 
should  have  an  impact. 

Senator  Bond.  A  favorable  impact? 

Mr.  Reischauer.  A  favorable  impact  on  the  taxpayer,  I  believe, 
because  I  would  expect  that  this  will  change  the  behavior,  not  only 
of  depositors,  but  also  of  the  institutions,  and  that  they  will  become 
less  risky  as  a  result.  That,  in  the  long  run,  will  save  the  taxpayer. 

Senator  Bond.  How  significant  do  you  think  the  interest  rate 
risk  is  for  banks? 

There  were  questions  asked  earlier  today  about  banks  benefitting 
from  the  very  low,  short-term  interest  rates,  while  their  long-term 
interest  rates  are  high. 

Mr.  Reischauer.  I  think  there  is  no  question  that  this  does  pose 
a  potential  problem.  At  the  same  time,  however,  we  have  to  realize 
that  most  economic  forecasts  suggest  there  will  be  very  little 
change  in  long-term  rates  in  the  foreseeable  future.  And  that  as 
the  economy  expands,  if  it  expands — and  the  Chairman  and  I  dis- 
cussed that  yesterday  at  some  length — it  will  lead  to  a  gradual  in- 
crease in  short-term  rates. 

There  is  little  inflationary  pressure  now  in  the  economy.  We  have 
unused  capacity  in  labor  and  machines  in  factories.  Wages  and  ma- 
terial prices  are  growing  very,  very  slowly.  And  one  usually  expects 
that  long-term  rates  will  fluctuate  with  inflationary  expectations. 
There  is  not  much  reason  to  expect  any  kind  of  change  there. 

If  the  Clinton  administration  continues  in  its  current  direction, 
which  is  toward  another  round  of  deficit  reduction  efforts  over  the 
course  of  the  next  few  years,  a  smaller  Federal  deficit  should  also 
be  good  news  for  inflationary  expectations. 

I  think  the  real  issue  is  whether  we  have  a  significant  blip  up- 
ward in  short-term  rates.  Of  course,  the  chairman  of  the  Federal 
Reserve  is  giving  the  answer  to  that  in  a  different  hearing  room 
right  now. 

Senator  Bond.  I  appreciate  your  views  on  that.  I  have  not  had 
a  chance  to  digest  all  of  the  material  you  put  out  yesterday,  but 
I  did  read  with  interest  your  section  on  monetary  policy. 

Would  you  agree — I  saw  an  article  yesterday  that  many  econo- 
mists, at  least  according  to  the  Wall  Street  Journal,  agreed  that  re- 
ducing the  deficit  was  the  most  important  thing  to  bringing  down 
long-term  interest  rates.  Is  that  a  fair  assessment  of  your  view? 

Mr.  Reischauer.  That  is  my  view  in  a  nutshell. 

Senator  Bond.  But  also  there  are  other  things,  like  international 
interest  rates,  which  do  impact  it.  What  would  happen?  Do  you 
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think  there  is  a  long-term  impact  on  interest  rates  if  the  Federal 
Reserve  tried  to  drop  short-term  interest  rates  more? 

Mr.  Reischauer.  The  issue  here  was  why  was  it  doing  that? 
Usually,  the  Federal  Reserve  drops  short-term  interest  rates  be- 
cause it  perceives  a  weakness  in  the  economy,  and  weakness  in  the 
economy  reduces  inflationary  pressures.  So  it  should  not  affect 
long-term  rates.  If  you  fear  that  excessively  easy  monetary  policy 
would  lead  to  future  inflation,  however,  it  could  come  back  and  bite 
you  on  long-term  interest  rates,  as  you  suggest. 

But  I  think  the  important  thing  to  look  at  is  the  overall  inflation- 
ary environment,  as  I  tried  to  suggest  earlier.  In  the  context  of  re- 
cent history,  we  are  in  a  very  unusual  state.  Inflationary  pressures 
are  quite  subdued  at  this  point.  And  we  should  feel  very  fortunate. 
It  gives  the  Federal  Reserve,  I  think,  some  latitude.  Interestingly 
enough,  in  the  last  few  months  two  American  Nobel  laureates  in 
the  economics  profession  who  are  about  as  far  apart  in  their  views 
as  the  two  ends  of  the  table  here,  Paul  Samuelson  and  Milton 
Friedman,  both  argued  that  they  thought  the  Fed  should  ease  mon- 
etary policy  a  bit. 

Senator  BOND.  Do  you  agree  that  under  the  conditions  we  face 
now  that  there  should  be  further  easing? 

Mr.  Reischauer.  I  think  that  is  a  close  call.  And  part  of  the 
question  is  compared  to  what?  If  the  choice  were  a  massive  fiscal 
stimulus  program  versus  further  monetary  easing,  I  would  have  a 
very  easy  time  coming  out  on  the  side  of  further  monetary  easing. 

Senator  Bond.  What  would  be  the  impact  of  a  massive  stimulus? 
I  have  heard  discussions  of  $20  billion  worth  of  short-term  stimu- 
lus. 

Mr.  Reischauer.  I  used  the  word  "massive"  carefully.  In  my  line 
of  work,  $20  billion  isn't  massive.  One  percent  of  GDP  is  about  $60 
billion,  and  it  is  only  when  you  get  up  above  that  range  that  you're 
talking  massive.  Twenty  is  pretty  piddling  by  historical  standards. 

Senator  Bond.  A  billion  here  and  a  billion  there. 

Mr.  Reischauer.  Let  me  elaborate  a  bit  more.  The  real  issue 
here  would  not  be  a  stimulus  package  looked  at  in  isolation,  but 
to  what  extent  is  the  stimulus  package  part  of  a  larger  budget 
plan,  a  larger  fiscal  policy  plan?  And  if  that  $20  billion  of  fiscal 
stimulus  was  the  short-run,  sugar  coating  to  a  bitter  pill  which  we 
have  found  difficult  to  swallow  in  the  past — in  other  words  long- 
term  deficit  reduction — one  would  look  at  it  very  differently  than 
if  it  was  a  $20  billion  stand-alone  stimulus  package  about  which 
the  administration  and  the  Congress  said,  we  will  come  back  and 
address  this,  decide  whether  to  cut  the  deficit  this  year  or  the  year 
after,  but  we  are  not  going  to  talk  about  it  now. 

Senator  Bond.  And  that  would  be  any  stimulus  package? 

Mr.  Reischauer.  An  isolated  stimulus  package  like  that  would, 
I  expect,  send  the  wrong  signal  to  Wall  Street,  to  international  fi- 
nancial markets.  It  would  raise  the  question  of  whether  the  fiscal 
discipline  that  we  agreed  to  in  1990  was  being  abandoned  perma- 
nently. If  that  were  the  case,  there  would  be  concern  about  long- 
run  inflation  and  we  might  see  a  rise  in  long-term  interest  rates, 
which  would  put  many  banks  in  a  pickle. 

Senator  Bond.  So  fiscal  discipline  is  necessary,  would  you  say,  on 
the  spending  side? 
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Mr.  Reischauer.  These  policies  are  all  connected  and  we're  con- 
cerned about  the  deposit  insurance  accounts.  Fiscal  policy  directly 
affects  the  state  of  the  economy.  And  the  state  of  the  economy  af- 
fects these  accounts. 

Senator  Bond.  I  thank  you,  Mr.  Reischauer  and  Mr.  Chairman. 

The  Chairman.  Thank  you,  Senator  Bond. 

Just  a  couple  of  other  things  here,  following  on  in  this  discussion. 
We  did  have  sort  of  a  lengthy  exchange  yesterday  in  the  Senate 
Budget  Committee  with  Director  Reischauer  on  these  very  issues, 
the  whole  question  of  how  do  we  get  the  economy  going  so  there's 
more  job  strength  in  Missouri,  Michigan,  and  other  States,  and  we 
get  otner  important  financial  gains  in  terms  of  getting  the  deficit 
down  and  keeping  inflation  under  control  and  so  forth. 

I  must  just  say  that  I  am  struck  by  the  fact  that  in  my  view, 
looking  at  the  data,  we  are  still  in  a  jobs  recession.  We  may  say 
we  are  out  of  the  recession  in  terms  of  some  upward  growth  in 
GNP  and  that  can  be  very  beneficial,  particularly  to  the  holders  of 
capital  who  have  a  stake  in  the  game  and  whose  fate  is  improving. 
But  we  are  not  seeing  the  normal  pattern  of  job  recovery  out  of  a 
recession,  such  as  we  have  seen  in  the  previous  seven  recessions 
since  the  end  of  World  War  II. 

And  every  day  we  get  more  bad  news.  We  get  Sears  Roebuck 
shedding  50,000  employees,  we  have  got  problems  with  the  aircraft 
business  in  your  State,  we've  got  the  automobile  business  problems 
in  my  State,  and  other  situations  like  that.  It  is  very  difficult,  it 
seems  to  me,  to  craft  an  economic  strategy  that  starts  to  give  you 
job  growth  in  the  teeth  of  the  global  economic  realities  and  our 
problems  here  at  home. 

President  Clinton  has  said  that  his  goal  is  to  see  the  creation — 
foster  the  creation  of  8  million  new  private  sector  jobs  over  the  next 
4  years.  And  if  you  will  just  think  of  that  in  equal  parts,  that's 
roughly  2  million  jobs  a  year.  That's  about  165,000  a  month,  if  you 
just  did  it  on  a  linear  climb.  And  of  course,  we  are  not  just  talking 
about  minimum  wage  jobs  or  low-end  jobs.  We  are  talking  about 
more  sophisticated  jobs  in  aircraft  plants  or  auto  plants  or  other 
places  where  the  wage  levels  are  higher  and  the  value  of  the  work 
is  at  a  higher,  more  complicated  state.  I  think  it  is  going  to  be  very 
difficult  to  achieve  that. 

Unfortunately,  we  have  waited  so  long  to  really  try  to  think 
about  how  we  integrate  all  the  elements  of  the  strategy  that  if  you 
take  a  one-dimensional  look  like,  for  example,  at  Federal  budget 
deficits  and  you  say,  simply,  let's  try  to  drive  that  down,  you  may 
not  have  a  way  of  doing  that  without  at  the  same  time  having  job 
stagnation  in  the  country. 

I  saw  Secretary  of  the  Treasury  Bentsen  the  other  day  on  tele- 
vision say  if  we  get  the  unemployment  rate  down  by  1  percent,  we 
would  gain  according  to  his  estimates  some  $50  billion  of  improve- 
ment on  the  deficit.  I  know  those  estimates  vary.  That's  the  figure 
he  used. 

Any  multiple  of  tens  of  billions  of  dollars  that  brings  the  deficit 
down  because  we  are  getting  more  people  to  work  obviously  means 
that  very  effective  deficit  reduction  strategy  is  an  economy  where 
you've  got  job  creation  taking  place.  I  think  there  are  a  lot  of  ways 
in  which  our  national  government  can  foster  the  creation  of  more 
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private  sector  jobs,  especially  if  it  is  working  in  a  teamwork  way 
with  the  private  sector. 

If  every  single  economic  policy  is  being  measured  by  the  degree 
to  which  it  adds  or  subtracts  from  the  job  growth  in  the  country, 
now  that's  a  different  way  of  looking  at  the  problem.  I  think  it's 
time  that  we  look  at  the  problem  that  way. 

Sometimes,  people  who  are  well  employed — I  don't  include  you, 
but  the  cold  fact  of  the  matter  is  that  people  who  aren't  experienc- 
ing the  jobless  problem  or  the  backward  slide  in  jobs  may  not  see 
a  big  problem  when,  in  fact,  it's  out  there  and  it's  hurting  an  awful 
lot  of  people. 

So  I  think  getting  those  8  million  jobs  over  the  next  4  years 
ought  to  be  the  principal  driving  goal  of  our  economic  strategy.  And 
if  we  do  that  intelligently,  we  will  be  able  to  start  to  solve  all  of 
our  other  problems,  bring  the  deficit  down,  tackle  the  difficulties  of 
health  care  reform  which  we  need  to  do.  It  is  urgent. 

And  yet,  at  the  same  time,  one  of  the  areas  where  we  have  been 
getting  job  growth  is  in  health  care  services.  So  if  we're  going  to 
have  health  care  reform  that  stops  some  of  the  growth  in  costs  in 
health  care,  we're  not  going  to  see  the  job  growth  there.  And  then 
that  starts  to  cut  against  our  job  growth  goal  there  in  that  way. 
All  these  things  have  to  be  put  one  against  the  other  in  deciding 
what  that  strategy  is. 

I  am  convinced  that  if  the  economic  policy  is  directed  right  at  the 
heart  of  the  job  growth  problem  and  can  get  on  this  growth  curve 
of  8  million  jobs  over  4  years,  that  we  will  work  our  way  out  of 
these  difficulties.  If  that  doesn't  happen,  I  think  we  are  going  to 
continue  to  get  tumbled  by  these  problems.  I  just  put  that  in  as  a 
footnote  to  what  Senator  Bond  was  raising. 

Just  two  or  three  other  things,  quickly.  The  safety  and  soundness 
regulatory  provisions  in  the  bank  reform  bill,  I  gather,  you  think 
are  important  and  should  stay  in  place? 

Mr.  Reischauer.  Yes. 

The  Chairman.  Is  there  a  credit  crunch?  And  to  the  extent  there 
is,  is  regulatory  policy  at  the  heart  of  it  in  your  view? 

Mr.  Reischauer.  The  answer,  with  respect  to  the  credit  crunch, 
is  both  yes  and  no.  From  a  national  macroeconomic  perspective, 
credit  supply  problems  have  not  contributed  in  a  major  way  to  the 
recession  or  the  slow  recovery.  That  is  the  kind  of  bloodless  state- 
ment that  you  rightly  said  economists  make,  but  they  don't  under- 
stand what's  going  on  underneath.  At  the  same  time,  I  would  also 
say  that  in  certain  parts  of  the  country — particularly  California 
and  New  England,  places  where  the  economy  is  particularly 
weak — ^in  areas  where  there  are  large  concentrations  of 
undercapitalized  or  poorly  capitalized  banks,  there  is  certainly  a 
problem. 

And  there  is  certainly  a  problem  for  individual  borrowers,  par- 
ticularly small  businesses  that  might  have  been  dependent  on  one 
of  these  less-than-well-capitalized  institutions  in  a  region  where 
the  economy  is  weak.  They  are  having  a  very  difficult  time  finding 
new  sources  of  loans.  As  you  pointed  out  earlier,  in  this  kind  of  en- 
vironment even  well-capitalized,  healthy  banks  within  those  re- 
gions of  the  Nation  are  reluctant  to  take  on  borrowers  who  have 
no  long  track  record  with  them. 


48 

So,  yes,  we  have  problems  somewhere.  CBO's  judgment  is  that 
it  is  not  affecting  the  overall  rebound  significantly,  but  in  certain 
areas,  such  as  New  England  and  the  Middle  Atlantic  States,  it  can 
be  a  real  problem. 

The  Chairman.  To  the  extent  that  it  does  exist  in  some  places, 
is  regulatory  policy  sort  of  the  central  reason  for  that,  or  is  that 
just  one  of  many  elements  in  your  view? 

Mr.  Reischauer.  It  is  one  element.  Remember,  the  primary 
thrust  of  the  regulatory  policy,  is  that  we  don't  want  to  engage  in 
risky  practices  as  we  have  in  the  past,  because  that  came  back  and 
cost  the  taxpayer  a  lot  of  money.  We  are  saying  build  up  your  cap- 
ital, become  less  risky,  or  leave.  That  process  is  going  on. 

We  are  building  the  foundations  for  a  much  stronger  and  less 
risky  sector  of  our  economy  here  which,  in  the  long  run,  should 
help  sustain  the  growth  that  you  and  I  are  interested  in  and  help 
create  8  million  jobs  over  the  next  4  years. 

You  know,  having  gone  on  a  diet,  I  think  it  would  be  a  mistake 
to  say,  three-quarters  of  the  way  through  the  diet,  gosh,  this  is 
hurting  too  much;  I  need  an  ice  cream  sundae,  let's  relax.  We  really 
shouldn't. 

There  is  another  issue,  namely,  are  these  other  regulations  that 
you  were  talking  about  imposing  excessive  costs  on  institutions?  To 
the  extent  that  that  is  the  case,  it  is  a  much  more  complex  prob- 
lem. 

Here,  I  think,  you  have  to  go  back  and  look  at  the  regulations 
that  we  are  talking  about.  Regulations  were  not  imposed  either  to 
create  a  hassle  for  banks  and  thrifts  or  to  impose  costs  on  them. 
They  were  put  forward  to  achieve  a  certain  objective,  a  certain 
goal. 

Some  regulations  might  be  relatively  inefficient,  that  is,  we  could 
achieve  the  same  objective  at  less  cost  to  those  who  are  regulated. 
If  that  is  the  case,  certainly  we  should. 

The  Chairman.  We  have  done  that  memo  for  doing  it. 

Mr.  Reischauer.  Some  regulations  might  be  excessive.  That  is, 
they  reach  the  goal  that  we  are  talking  about  but  the  cost  of  reach- 
ing the  goal  isn't  worth  the  benefit.  In  that  case,  you  would  want 
to  reexamine  the  regulations  and  weigh  the  benefits  and  the  costs. 

However,  certain  regulations  might  be  efficient  but  you  might  de- 
cide that  they  have  fulfilled  their  purpose,  or  that  we  have  gone  as 
far  as  we  can  and  we  can  relax  them  at  this  point. 

So  I  think  it  is  always  appropriate  to  reexamine  these  regula- 
tions. At  the  same  time,  do  not  be  stampeded  into  retracting  regu- 
lations that  have  contributed  very  significantly  to  improvement  of 
the  safety  and  soundness  of  our  financial  sector. 

The  Chairman.  At  the  conference  that  President-Elect  Clinton  at 
the  time  had  down  in  Little  Rock  which  received  a  lot  of  attention, 
one  individual  stood  up  there  and  said  that  if  you  relaxed  bank  reg- 
ulation that  you  could  provide  $86  billion  worth  of  stimulus  to  the 
economy.  Now  that's  a  big  number  when  you  use  that  cutoff,  as  you 
did  before,  one  percent  of  GDP  of  $60  billion  or  something.  Now 
that  gets  into  the  area  of  where  you  really  administer  a  jolt. 

That  person's  assertion  that  you  could  get  $86  billion  worth  of 
stimulus  in  a  sense  for  free  if  you'd  just  basically  relax  the  bank 
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regulatory  structure,  is  that  accurate?  What's  your  reaction  to 
that? 

Mr.  Reischauer.  My  reaction  is  it's  a  wild  overestimate.  I  have 
seen  no  sort  of  supporting  study  that  would  show  how  a  reduction 
in  regulation  would  translate  into  an  increase  in  loans  of  that  order 
of  magnitude. 

And  you  know,  until  the  individual  who  came  up  with  that  or 
some  other  party  came  forth  with  some  credible  logic  or  methodol- 
ogy for  coming  up  with  that,  I  would  assume  that  you  wouldn't  put 
much  faith  in  it. 

The  Chairman.  It  seems  to  me  that  you've  made  a  pretty  strong 
argument  today  in  your  prepared  testimony,  in  a  sense,  that  the 
regulations  that  are  designed  to  reestablish  safety  and  soundness 
are  essential  and  that  they  really  save  you  money  in  the  long  run. 
I  got  the  distinct  impression  that  you  would  not  be  of  the  view  that 
we  ought  to  throw  out  the  safety  and  soundness  regulations.  I  don't 
just  mean  to  characterize  it  that  way,  but  that  you  would  relax  the 
regulatory  structure  in  order  to  gun  the  economy. 

Mr.  Reischauer.  I  think  that's  correct.  If,  for  instance,  we  re- 
laxed the  capital  standards,  the  poorest  capitalized  banks  would 
probably  make  the  riskiest  types  of  loans. 

The  Chairman.  That's  what  we've  seen  before.  The  ones  that  are 
in  the  most  trouble  gamble  the  most  to  try  to  get  out  of  trouble. 

Mr.  Reischauer.  We  have  to  remember  that  95  percent  of  the  in- 
stitutions now  are  well-capitalized.  And  these  standards  shouldn't 
impose  excessive  burdens  on  them.  What  you  are  really  saying  is, 
I  am  going  to  relax  the  situation  for  those  that  I  know  have  the 
potential  to  cost  the  taxpayer  the  most.  That  would  be  a  mistake. 

The  Chairman.  Thank  you  very  much.  You  have  been  patient 
and  forthright.  As  always,  we  appreciate  your  testimony  and  your 
work  and  that  of  your  colleagues. 

The  committee  stands  in  recess. 

[Whereupon,  at  12:55  p.m.,  the  hearing  was  adjourned.] 

[Prepared  statements  of  witnesses  follow:] 
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PREPARED  STATEMENT  OF  SENATOR  CAROL  MOSELEY-BRAUN 

Mr.  Chairman,  today  we  have  before  us  the  distinguished  director  of  the  Congres- 
sional Budget  Office,  Robert  Reischauer,  and  the  distinguished  Comptroller  General 
of  the  General  Accounting  Office,  Charles  Bowsher,  to  discuss  the  condition  of  the 
banking  and  thrift  industries  and  their  insurance  funds. 

There  are  a  nmmber  of  reasons  this  is  an  important  hearing.  I  would  like  to  take 
a  moment  to  discuss  just  two  of  them. 

First,  we  need  to  pay  attention  to  the  condition  of  the  bank  and  savings  and  loan 
insurance  funds  because  the  Federal  Government  stands  behind  the  deposit  insur- 
ance guarantee.  I  know  my  colleagues  who  have  been  here  longer  than  I  are  only 
too  well  aware  of  that  fact.  Given  that  we  have  already  spent  over  $86  billion  in 
public  funds  to  protect  the  savings  of  depositors,  I  do  not  look  forward  to  the  fact 
that  additional  tens  of  billions  to  complete  the  shutdown  of  insolvent  savings  and 
loans  while  protecting  insured  depositors  will  have  to  be  voted  early  this  year. 

The  over  $120  billion  in  public  funds  it  will  take  to  clean  up  the  savings  and  loan 
mess  is  $120  billion  that  we  are  not  able  to  spend  on  other  pressing  domestic  needs. 
What  is  even  worse  is  that  this  $120  billion  did  not  help  stimulate  our  economy; 
it  simply  replaced  money  that  had  gone  into  see-through  office  towers  and  other  un- 
sound investments.  What  this  all  means,  it  seems  to  me,  is  that  this  committee 
must  exercise  continuing  oversight  over  the  condition  of  the  deposit  insurance  sys- 
tem in  order  to  preserve  Federal  resources  to  meet  community  economic  develop- 
ment, health  care,  and  education  needs. 

The  second  reason  this  hearing  is  important  is  because  the  banking  and  savings 
and  loan  industries  are  critically  important  to  our  economy  and  to  our  future.  Banks 
and  savings  and  loans  are  a  major  source  of  housing  finance.  Perhaps  even  more 
important  is  the  fact  that  banks  are  the  main  source  of  credit  for  small  business, 
and  small  business  is  the  principal  job  creation  mechanism  in  our  economy.  If  we 
care  about  jobs  and  the  economy,  we  must  work  to  improve  this  industry. 

I  am  pleased  that  bank  and  thrift  capital  ratios  are  improving.  Only  well-capital- 
ized institutions  are  in  a  position  to  make  the  loans  our  businesses  need  to  grow. 
I  am  concerned,  however,  by  the  rapid  growth  in  Government  securities  holdings  in 
bank  portfolios.  While  I  know  the  current  interest  rate  environment  is  in  no  small 
part  responsible  for  the  increases,  I  fear  the  impact  may  be  to  reduce  credit  avail- 
ability for  small  business — and  that  is  not  a  good  thing  for  our  economy. 

I  am  also  aware  that  banks  have  been  losing  ground  to  other  financial  competi- 
tors. I  think  we  need  to  take  a  close  look  at  that  phenomenon.  We  need  to  keep 
our  banking  system  safe  and  sound,  but  we  also  need  to  be  sure  that  banks  are  suf- 
ficiently competitive  to  be  the  engines  of  economic  growth  we  need  them  to  be. 

I  am  here  as  a  new  member  of  this  committee.  I  know  I  have  a  lot  to  learn.  I 
therefore  look  forward  to  hearing  from  the  GAO  and  the  CBO  this  morning.  I  am 
sure  their  analysis  and  recommendations  will  be  helpful  to  the  committee,  and  in 
particular,  to  this  new  member  of  the  committee,  as  we  seek  to  get  our  economy 
moving,  and  as  we  work  to  ensure  that  we  have  a  safe  and  sound  financial  system 
that  helps  generate  economic  growth. 

PREPARED  STATEMENT  OF  SENATOR  BEN  NIGHTHORSE  CAMPBELL 

I  appreciate  the  opportunity  to  hear  your  views  regarding  banking  and  thrift  In- 
dustries. 

As  members  of  the  legislative  and  the  executive  branches,  our  number  one  prior- 
ity is  to  restore  American  confidence  in  our  system  of  banking,  and  in  the  aoility 
of  Government  to  protect  Americans  who  trust  their  life's  savings  in  our  private  fi- 
nancial Institutions.  Our  regulatory  institutions,  both  private  and  public,  failed  to 
recognize  and  stop  this  growing  mess  when  it  was  a  small  problem.  Now,  American 
citizens  have  already  shelled  out  $154  billion  to  pay  for  that  mistake,  and  have  lost 
their  confidence  in  the  entire  banking  system. 

My  own  State  has  been  hit  hard  by  this  crisis,  and  it's  been  particularly  difficult 
for  rural  communities  that  must  rely  on  small  local  institutions  for  all  their  finan- 
cial needs.  The  RTC's  record  in  working  with  local  citizens  to  dispose  of  seized  as- 
sets is  mixed  at  best,  and  we  need  to  find  ways  to  make  that  process  work  more 
productively.  I  look  forward  to  your  recommendations,  and  I  hope  to  work  with  you 
to  ensure  that  we  resolve  this  crisis  as  efficiently  as  possible. 

I  also  hope  we  can  learn  from  this  expensive  lesson — $154  billion  already,  and 
still  with  a  long  way  to  go.  I  plan  on  seelcing  and  using  advice  from  the  Congres- 
sional Budget  Office  and  the  General  Accounting  Office  to  make  sure  we  don't  have 
to  pay  twice  for  the  same  mistakes.  Neither  the  taxpayers  nor  the  government  can 
affora  it. 
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PREPARED  STATEMENT  BY  SENATOR  RICHARD  SHELBY 

Mr.  Chairman,  I  am  glad  that  we  are  here  to  discuss  the  condition  of  the  banking 
industry  this  morning. 

The  bad  news  is  that  120  banks  failed  in  1993.  These  banks  had  $46.2  bUlion  in 
assets.  This  total  is  higher  than  any  other  year  except  1991,  in  which  124  institu- 
tions with  $63  billion  in  assets  failedf. 

However,  the  good  news  is  that  this  figure  is  well  under  that  projected  in  1991 
for  the  year  1992.  In  1991,  at  the  time  that  the  FDIC  Improvement  Act  was  signed 
into  law,  the  FDIC  baseline,  two  year  projection  of  bank  failures  was  that  337  banks 
with  $159  billion  in  assets  would  fail,  at  a  cost  to  the  FDIC  of  $39  billion.  The  re- 
ality is  that  the  FDIC  spent  $4.6  billion  to  resolve  failed  banks  and  savings  banks 
in  1992. 

Low  interest  rates  and  improving  asset  quality  permitted  banks  to  earn  $24.1  bil- 
lion in  the  first  three  quarters  of  1993.  In  addition,  equity  capital  in  the  industry 
increased  by  $25.5  billion  in  the  first  nine  months  of  1992. 

There  are  still  a  significant  number  of  troubled  assets  in  the  banking  industry, 
but  these  assets  are  shrinking. 

In  short,  the  banking  industry  is  not  repeating  the  savings  and  loan  crisis.  Prob- 
lems in  the  industry  were  detected  early  and  Congress,  under  the  Chairman's  lead- 
ership, acted  responsibly  to  provide  funds  to  the  FDIC  so  that  failed  banks  could 
be  resolved  quickly  rather  than  permitted  to  deteriorate  as  happened  in  the  thrift 
industry. 

In  the  Fall  of  1991,  Congress  passed  the  FDIC  Improvement  Act.  This  legislation 
enhanced  the  regulators  authority  to  resolve  troubled  banks  through  'Prompt  Cor- 
rective Action."  This  authority  is  intended  to  limit  the  losses  to  the  Bank  Insurance 
Fund.  It  promises  to  be  an  excellent  tool  to  accomplish  that  goal. 

However,  the  FDIC  Improvement  Act  also  included  a  host  of  provisions  designed 
to  micromanage  the  activities  of  banks.  The  effects  of  these  regulations  on  the  bank- 
ing industry,  coupled  with  the  risk-based  capital  requirements,  have  been  measur- 
able. 

It  is  now  safer  and  more  profitable  for  banks  to  purchase  Government  securities 
than  it  is  for  banks  to  lena.  We  discuss  the  credit  crunch  and  scratch  our  heads 
over  how  to  get  banks  to  lend.  It  is  very  simple;  we  must  remove  the  financial  dis- 
incentives to  lending. 

Banks'  asset  quality  problems  stem  largely  from  troubled  real  estate  assets.  While 
there  is  no  doubt  that  there  is  some  overcapacity  in  the  commercial  real  estate  sec- 
tor, much  of  that  over-capacity  could  be  eliminated  with  the  revival  of  the  economy. 
The  economy  will  not  be  revived  until  there  is  credit  available. 

For  this  reason,  I  intend  to  introduce  legislation  that  would  remove  some  of  the 
regulatory  burden  from  banks.  My  bill  would  take  a  weedeater  to  the  unneccessary 
paperwork  requirements  that  shackle  banks  from  focusing  on  lending  and  drive  up 
costs  to  consumers. 

This  legislation  is  designed,  however,  to  protect  the  safety  and  soundness  of  bank- 
ing system.  This  bill  would  leave  in  place  the  policy  of  prompt  corrective  action, 
risk -based  premiums,  annual  supervisory  exams,  strong  capital  rules,  annual  audits, 
strong  supervisory  and  criminal  sanctions  in  the  event  of  wrong-doing,  and  other  en- 
forcement and  supervisory  powers. 

At  this  time,  I  intend  to  introduce  this  bill  next  week.  At  some  point  in  the  future, 
I  may  seek  the  views  of  the  witnesses  on  the  impact  of  this  legislation. 

Thank  You,  Mr.  Chairman. 
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SUMMARY  OF  STATEMENT  BY  CHARLES  A.  BOWSHER 
COMPTROLLER  GENERAL  OF  THE  UNITED  STATES 

BANKS  AND  THRIFTS— SAFETY  AND  SOUNDNESS  REFORMS 

NTED  TO  BE  MAINTAINED 

GAO'S  testimony  discusses  the  key  safety  and  soundness  provi- 
sions of  the  landmark  Federal  Deposit  Insurance  Corporation  Im- 
provement Act  of  1991  (FDICIA);  the  condition  of  the  banking  and 
thrift  industries  and  of  the  funds  that  insure  them;  two  concerns 
being  raised  prominently  today:  the  volume  of  bank  lending  and 
regulatory  burden;  and  implications  of  all  of  this  for  congressional 
oversight  and  the  legislative  agenda  for  banking. 

GAO's  overriding  message  is  the  importance  of  following  through 
on  the  implementation  of  the  key  safety  and  soundness  provisions 
of  FDICIA.  There  is  much  still  to  be  done  to  realize  the  promise 
this  legislation  holds  for  helping  both  the  industry  and  the  deposit 
insurance  system  regain  sound  financial  footing. 

The  banking  industry  reported  strong  earnings  performance  in 
the  first  nine  months  of  1992,  and  there  are  welcome  signs  that  the 
health  of  much  of  the  industry  is  improving.  However,  the  future 
of  both  the  economy  and  the  banking  system  remains  uncertain. 
Furthermore,  the  deposit  insurance  funds  for  both  banks  and 
thrifts  are  severely  undercapitalized. 

FDICIA  AND  ITS  Implementation 

Since  1980,  approximately  2700  banks  and  thrifts  have  failed, 
costing  roughly  $200  billion  to  date.  FDICIA  reforms  are  essential 
for  protecting  healthy  banks  and  the  taxpayers  from  rising  deposit 
insurance  costs.  Through  several  key  provisions  that  complement 
each  other,  the  act  provides  incentives  for  market  participants  and 
the  regulators  to  bring  their  systems  for  identifying  and  controlling 
risk  in  line  with  the  increased  riskiness  and  complexity  of  today's 
financial  marketplace,.  The  key  provisions  are  (1)  prompt  corrective 
action  to  close  institutions  before  their  capital  runs  out;  (2)  man- 
agement and  auditing  reforms  that  highlight  private  sector  respon- 
sibility for  protecting  the  taxpayers  from  losses;  (3)  accounting  re- 
forms to  provide  accurate  information  to  management,  regulators 
and  the  public;  (4)  annual,  on-sight  examinations  for  most  banks 
to  detect  problems  on  a  more  timely  basis;  and  (5)  changes  in  the 
way  banks  are  closed  so  that  uninsured  depositors  and  general 
creditors  will  be  more  likely  to  share  in  the  losses  if  a  bank  fails 
Congressional  oversight  of  each  of  these  areas  will  be  crucial  in  the 
years  ahead. 

Condition  of  the  Banking  and  Thrift  Industries  and  of  the 
Deposit  Insurance  System 

The  condition  and  performance  of  the  nation's  commercial  and 
savings  banks  improved  substantially  during  the  first  nine  months 
of  1992.  However,  it  is  too  soon  to  conclude  that  problems  in  the 
industry  are  over.  Banks  still  have  many  problem  assets  on  their 
books,  the  current  interest  rate  environment  that  has  helped  the 
industry  to  be  profitable  could  change  quickly,  and  current  account- 
ing rules  limit  the  accuracy  of  reported  financial  information. 


54 

BIF  ended  the  first  nine  months  of  its  1992  operations  with 
unaudited  net  income  of  $2.9  billion.  This  net  income  reduced  the 
Fund's  unaudited  deficit  to  $4.1  billion  as  of  September  30,  1992. 
(In  1991  the  fund  lost  about  $11  billion— and  ended  1991  with  a 
deficit  balance  of  $7  billion,  the  first  in  its  history.)  A  number  of 
the  banks  for  which  FDIC  made  a  provision  for  loss  in  1991  have 
not  yet  failed,  and  the  agency  is  continuing  to  monitor  the  condi- 
tion of  these  banks  closely.  GAO  is  currently  reviewing  the  Fund's 
estimated  liability  from  troubled  banks  as  part  of  our  audit  of  the 
Fund's  December  31,  1992,  financial  statements. 

FDIC  now  anticipates  that  over  the  next  several  years  it  will  be 
able  to  meet  the  FDICIA  target  of  building  BIF  reserves  to  1.25 
percent  of  insured  deposits  by  the  year  2007,  as  FDICIA  requires. 
There  are  manv  uncertainties  surrounding  any  projection.  How- 
ever, BIF  is  still  insolvent  and  will  remain  undercapitalized  for  a 
number  of  years  even  if  insurance  losses  decline  in  the  next  few 
years.  An  undercapitalized  insurance  fund  damages  the  credibility 
of  the  prompt  corrective  action  reforms  contained  in  FDICIA  be- 
cause if  BIF  isn't  well  capitalized  regulators  may  be  reluctant  to 
act  on  a  timely  basis. 

There  is  evidence  that  the  healthy  portion  of  the  thrift  industry 
is  also  continuing  to  show  gradual  improvement.  However,  the  de- 
posit insurance  system  for  thrifts  is  seriously  underfunded.  RTC 
doesn't  have  the  funds  it  needs  to  close  thrifts  that  are  already  in 
conservatorship.  In  addition,  assets  that  total  $210  billion — about 
25  percent  of  the  industry — are  in  institutions  that  are  considered 
by  OTS  to  be  troubled  and/or  likely  to  fail.  Congress  needs  to  pro- 
vide RTC  with  the  funding  it  needs  to  handle  its  remaining  and  an- 
ticipated cases,  and  should  also  be  certain  that  SAIF  is  adequately 
capitalized  to  meet  its  responsibilities. 

Credit  Availability  and  Regulatory  Burden 

Although  FDICIA  should  be  effective  in  reducing  insurance  fiind 
losses,  concerns  have  been  raised  that  it  is  having  the  undesirable 
side  effects  of  restricting  bank  lending  and  of  adding  to  the  costly 
burden  of  regulation  on  the  industry.  GAO  believes  that  close  ex- 
amination of  these  important  concerns  shows  that  vigorous  imple- 
mentation of  the  safety  and  soundness  provisions  of  FDICIA  is  con- 
sistent with  efforts  to  strengthen  the  economy  and  streamline  the 
regulatory  process. 

There  is  substantial  anecdotal  evidence  that  some  borrowers 
have  had  difficulties  in  obtaining  loans,  which  is  not  surprising, 
given  the  number  of  bank  failures  that  have  occurred,  the  number 
of  problem  banks  that  still  exist,  and  the  state  of  the  economy .' 
GAO  questions,  however,  the  claims  of  many  critics  that  efforts  to 
improve  the  safety  and  soundness  of  the  banking  industry  some- 
how work  against  efforts  to  strengthen  the  economy.  Over  time,  a 
healthy  banking  industry  is  the  best  support  for  the  economy. 

An  assessment  of  complaints  about  regulatory  burden  needs  to 
consider  both  the  costs  of  regulation  as  well  as  the  benefits  to  the 
industry,  consumers  and  the  public.  By  their  nature,  depository  in- 
stitutions are  going  to  be  subject  to  a  considerable  amount  of  regu- 
lation to  protect  the  taxpayers  and  the  public.  Banks  also  benefit 
from  the  right  to  raise  insured  deposits,  access  to  the  Federal  Re- 
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serve's  discount  window,  and  protection  from  competition.  These 
benefits  have  allowed  banks  to  operate  with  lower  amounts  of  eq- 
uity capital  than  markets  would  otherwise  require. 

While  it  is  true  that  FDICIA  increased  the  amount  of  regulation, 
this  was  needed  to  correct  safety  and  soundness  problems.  When 
properly  implemented,  the  burden  on  healthy  banks  should  be  re- 
duced as  their  deposit  insurance  premiums  drop,  and  the  greatest 
burden  of  new  regulations  should  fall  principally  on  weakly  man- 
aged, poorly  capitalized  banks. 

GAO  applauds  the  efforts  by  regulators  to  streamline  the  admin- 
istration of  existing  regulations.  GAO  also  believes  there  are  oppor- 
tunities for  simplifying  the  regulatory  structure  that  should  be  con- 
sidered. 

Successful  Implementation  of  FDICIA  PRovroES  A  Foundation 
For  Other  Efforts  to  Modernize  the  Banking  Industry 

Banks  increasingly  find  themselves  competing  with  other  firms 
and  Congress  will  no  doubt  be  asked  to  address  a  variety  of  level 
plaving  neld  issues  in  the  years  ahead.  The  more  successful  the 
act  s  implementation,  the  more  possible  it  becomes  to  take  up  other 
modernization  questions.  Implementation  of  FDICIA  is,  therefore, 
right  at  the  top  of  the  modernization  agenda. 

In  going  beyond  questions  of  efficiency  in  banking,  the  issues 
that  Congress  must  deal  with  are  not  easy  ones.  They  raise  more 
general  questions — such  as  what  deposits  should  actually  be  cov- 
ered by  deposit  insurance  and  the  appropriate  uses  for  insured  de- 
posits. Furthermore,  because  banking  and  other  financial  services 
industries  overlap  in  so  many  areas,  it  is  not  realistic  to  deal  with 
some  of  these  questions  simply  from  the  point  of  view  of  the  bank- 
ing industry  alone.  Congress  must  establish  a  regulatory  frame- 
work that  assures  the  financial  system  as  a  whole  is  safe  and 
sound,  that  efficient  service  is  available  on  an  equitable  basis  to  all 
segments  of  the  public,  and  that  the  nation's  savings  are  used  to 
help  create  the  jobs  that  are  the  strength  of  our  society. 

Mr.  Chairman  and  Members  of  the  Committee:  We  are  pleased 
to  be  here  to  discuss  the  landmark  1991  bank  reform  legislation, 
the  condition  of  the  banking  and  thrift  industries,  and  the  state  of 
the  deposit  insurance  system.  In  keeping  with  the  Committee's  re- 
quest, my  testimony  covers  quite  a  bit  of  ground.  I  will: 

•  review  the  factors  that  prompted  Congress  to  pass  the  safety  and 
soundness  provisions  of  the  Federal  Deposit  Insurance  Corpora- 
tion Improvement  Act  of  1991  (FDICIA)  and  summarize  the 
progress  being  made  on  the  implementation  of  those  provisions; 

•  discuss  the  current  condition  of  the  industry,  the  outlook  for  the 
Bank  Insurance  Fund  (BIF),  and  the  importance  of  FDICIA's  im- 
plementation for  reducing  future  BIF  losses; 

•  discuss  the  condition  of  the  thrift  industry,  the  Savings  Associa- 
tion Insurance  Fund  (SAIF),  and  the  Resolution  Trust  Corpora- 
tion (RTC);  and 

•  comment  on  two  concerns  that  are  being  raised  prominently 
today:  the  volume  of  bank  lending  and  regulatory  burden.  I  will 
conclude  with  some  observations  on  the  implications  of  all  of  this 
for  congressional  oversight  and  the  legislative  agenda  for  bank- 
ing. 


56 

The  overriding  message  in  my  testimony  is  the  importance  of  fol- 
lowing through  on  the  implementation  of  the  key  safety  and  sound- 
ness provisions  of  FDICIA.  A  year  after  the  enactment  of  FDICIA, 
Congress  and  the  American  taxpayer  can  take  satisfaction  in  what 
has  been  accomplished.  However,  to  realize  the  promise  of  this  im- 
portant legislation,  it  is  crucial  that  Congress  hold  fast  to  the 
course  that  has  been  charted. 

It  will  take  time  for  market  participants  and  regulators  to 
change  old  ways  associated  with  times  when  banks  did  not  operate 
in  markets  that  are  as  competitive  as  they  are  today.  But  accom- 
plishing these  changes  is  needed  to  protect  healthy  banks  and  the 
taxpayers  in  today's  financial  world.  Strengthening  the  banking 
system  in  this  way  will  also  help  to  strengthen  the  economy.  Many 
key  regulations  have  yet  to  be  put  in  place,  though,  and  we  have 
concerns  in  some  areas  that  I  will  describe  later  about  the  progress 
being  made.  For  these  reasons,  congressional  oversight  of  the  act's 
implementation  is  crucial. 

The  banking  industry  reported  strong  earnings  performance  in 
the  first  nine  months  of  1992,  and  it  appears  that  there  are  signs 
that  the  health  of  much  of  the  industry  is  improving.  However,  the 
future  of  both  the  economy  and  the  banking  system  remains  uncer- 
tain. Banks  have  many  problem  assets  on  their  books,  the  interest 
rate  environment  that  has  been  so  favorable  could  change  quickly, 
and  under  current  accounting  rules  we  cannot  place  too  great  a  re- 
liance on  reported  financial  information.  Furthermore,  the  deposit 
insurance  funds  for  both  banks  and  thrifts  are  severely 
undercapitalized,  and  the  significant  problems  that  exist  in  large 
segments  of  both  industries  suggest  that  more  failures  can  be  ex- 
pected. 

The  year  ahead  thus  promises  to  be  a  crucial  one  for  the  industry 
and  for  the  deposit  insurance  system.  While  it  is  too  early  to  fully 
judge  FDICIA's  effectiveness,  properly  carried  out,  it  should  set  the 
stage  for  additional  legislative  action  to  continue  to  modernize  the 
banking  system. 

Weaknesses  in  Bank  Management  and  Bank  Supervision 
Prompted  Need  for  Reforms 

Deposit  insurance  permits  a  bank  or  thrift  to  raise  about  $13  or 
more  in  liabilities,  most  of  which  are  typically  insured  deposits,  for 
every  $1  invested  in  the  institution  by  its  owners.  With  so  little 
capital  relative  to  the  amount  of  liabilities,  a  bank  can  easily  be- 
come insolvent  and  impose  costs  on  the  deposit  insurance  fiinds  if 
it  suffers  losses  on  its  assets.  Effective  systems  for  managing  and 
controlling  risk — by  both  bank  management  and  regulators — are 
therefore  essential  for  protecting  the  insurance  funds  from  losses. 

For  about  50  years  federal  deposit  insurance  was  widely  re- 
garded as  one  of  the  government's  most  successful  programs.  For 
many  years,  legal  restrictions  that  insulated  banks  and  thrifts  from 
competition  and  helped  to  ensure  their  profitability  contributed  to 
the  success  of  the  program.  Thus,  with  low  insurance  premiums 
and  at  no  cost  to  the  taxpayers,  deposit  insurance  protected  deposi- 
tors and  contributed  to  the  great  stability  enjoyed  by  the  banking 
and  thrift  industries.  However,  as  this  Committee  is  painfully 
aware,  things  changed.  The  financial  world  grew  more  complex  and 
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banks  and  thrifts  faced  new  risks  and  greater  competition  from 
nondepository  institutions.  Since  1980,  approximately  2700  banks 
and  thrifts  have  failed,  costing  roughly  $200  billion  to-date. 

In  the  past  5  years  the  banking  and  thrift  industries  paid  ap- 
proximately $25  billion  in  deposit  insurance  premiums.  Most  of  the 
money  was  used  to  pay  for  the  mistakes  and  excesses  of  poorly 
managed  institutions.  But  the  premiums  were  insufficient.  Tax- 
payers were  also  called  on  to  pay  for  the  lion's  share  of  the  insur- 
ance losses  in  the  savings  and  loan  industry — some  $100  billion.  In 
addition,  FDIC  has  borrowed  to  finance  its  cash  flow  requirements 
for  resolving  bank  failures.  These  borrowings  reached  $15  billion  in 
June,  1992  and  were  $10.1  billion  as  of  December  31,  1992. 

As  BIF's  solvency  eroded  in  1991,  it  became  obvious  that  Con- 
gress needed  to  do  more  than  shore  up  BIF.  However,  a  practical, 
effective  program  for  reducing  the  deposit  insurance  bills  that 
would  have  to  be  paid  by  healthy  banks  and  taxpayers  was  not  so 
obvious.  The  regulatory  system  had  failed  to  keep  pace  with  the  in- 
creased riskiness  and  complexity  in  the  bank  and  thrift  industries 
and  was  in  dire  need  of  reform.  A  host  of  other  factors — some  eco- 
nomic, some  technological,  some  legal,  some  involving  the  credit 
cultures  that  have  developed  in  banks  and  elsewhere  m  the  econ- 
omy— also  contributed  to  the  crisis  that  existed  in  the  deposit  in- 
surance system.  Most  of  these  were  not  easily  controlled  by  legisla- 
tion; for  the  most  part  many  of  these  factors  had  to  be  accepted  as 
part  of  the  competitive  environment  within  which  depository  insti- 
tutions operated.  So  when  you  came  right  down  to  it,  there  were 
basically  three  courses  of  action  available  to  bring  the  finances  of 
the  deposit  insurance  system  into  balance. 

One  option  was  to  scrap  or  drastically  revise  the  deposit  insur- 
ance system.  However,  this  was  risky  in  view  of  its  role  in  main- 
taining the  public  confidence  that  continued  to  exist  in  the  banking 
system  despite  all  of  its  problems.  And  there  was  no  consensus  on 
how  to  do  this. 

A  second  option  was  to  expand  the  powers  of  banking  organiza- 
tions in  the  hope  that  this  would  enable  institutions  to  become 
more  profitable.  This  was  risky,  too.  To  be  sure,  the  business  of 
banking  certainly  has  changed  in  response  to  financial  market  de- 
velopments, such  as  the  increased  ability  of  many  corporations  to 
bypass  banks  and  directly  access  capital  markets.  However,  given 
the  competitive  nature  of  the  U.S.  financial  markets,  it  was  quite 
possible  that  more  money  would  be  lost  in  ill-founded  attempts  to 
find  new  profit  sources.  Such  attempts  drastically  increased  the 
losses  from  thrift  failures  in  the  1980s  and  early  1990s. 

This  left  the  third  option:  reform  the  way  banks  are  regulated 
and  supervised  to  bring  these  activities  in  line  with  the  realities  of 
today's  financial  marketplace.  This  option,  the  one  that  Congress 
adopted  in  FDICIA,  might  seem  to  be  relatively  mundane  because 
it  essentially  emphasizes  doing  a  better  job  at  what  regulation  has 
always  been  expected  to  accomplish.  But  it  was  appropriate  be- 
cause an  immediate  response  was  needed,  and  improving  the  exist- 
ing regulatory  system  was  the  most  direct  and  least  risky  approach 
to  accomplish  these  ends. 

While  FDICIA  was  the  appropriate  option  in  1991,  its  passage 
does  not  negate  the  merits  of  seeking  longer  run  improvements  to 
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the  country's  strategy  for  organizing  and  regulating  its  financial 
system.  FDICIA  does  require  greater  regulatory  involvement  in 
banking,  lending  some  credence  to  the  need  to  carefullv  assess  reg- 
ulatory burden.  However,  as  I  have  often  testified  in  tne  past,  long 
range  modernization  efforts  for  the  financial  system  are  best  ac- 
complished from  a  sound  footing  and  not  in  a  panicked  or  rushed 
atmosphere.  I  view  FDICIA  as  the  bridge  from  a  weakened  deposi- 
tory system  to  a  sounder,  more  competitive  system  in  the  future. 
For  now,  FDICIA's  regulatory  reforms  should  reduce  some  of  the 
extraordinary  risks  inherent  in  the  existing  system. 

FDICIA  Improves  Incentives  for  Supervisors,  Managers, 
Owners,  Auditors,  and  Depositors  to  Protect  BIF 

Accepting  deposits  and  investing  them  in  loans  makes  banking 
an  inherently  risky  business.  Properly  done,  this  activity  makes  a 
vital  contribution  to  the  economy.  In  recent  years,  however,  the  cor- 
porate governance,  market  discipline,  and  bank  supervision  sys- 
tems used  to  manage  and  limit  risk  broke  down  all  too  fi*equently. 
For  example,  general  credit  standards  deteriorated  in  many  banks 
and  thrifts  in  the  1980s.  Furthermore,  regulators  provided  limited 
deterrent  to  such  behavior.  They  were  often  slow  to  take  meaning- 
ful action  to  correct  problems  in  weak  institutions.  GAO  has  re- 
ported many  times  that  the  regulators  need  to  act  promptly  and 
forcefully  to  guard  against  disastrous  insurance  fund  losses.^  We 
will  soon  report  on  serious  weaknesses  in  the  bank  examination 
process  as  well. 

In  passing  FDICIA,  Congress  sought  to  reverse  these  trends.  The 
various  safety  and  soundness  provisions  of  the  act  all  focus  on  a 
simple  principle:  if  an  institution  fails  to  operate  in  a  safe  and 
sound  manner,  it  should  be  subject  to  timely  and  forceful  super- 
visory response,  including,  if  necessary,  prompt  closure.  This  ap- 
proach does  not  prohibit  risk-taking  or  constrain  prudent  lending 
by  banks.  Rather,  it  seeks  to  have  such  risk-taking  and  lending  un- 
dertaken by  banks  that  have  effective  management  and  the  capital 
to  control  and  absorb  the  costs  of  that  risk-taking. 

The  basic  principle  of  the  act  makes  sense  and  is  easy  to  under- 
stand. It  involves  a  concerted  effort  to  shift  the  costs  of  risk-taking 
away  from  the  deposit  insurance  system  and  back  to  the  failing  in- 
stitutions themselves.  Although  such  a  shift  is  consistent  with  now 
one  would  expect  banks  to  operate  in  a  market  economy,  it  requires 
a  fundamental  change  in  the  way  many  bank  managers,  owners, 
uninsured  depositors,  other  creditors,  and  regulators  think  about 
risk. 

In  turning  to  the  key  safety  and  soundness  provisions  in  FDICIA, 
I  will  try  to  highlight  how  they  strengthen  the  industry's  ability  to 
serve  the  economy,  and  describe  the  status  of  their  implementation. 
But  in  doing  so  I  want  first  to  emphasize  that  these  provisions 


^  See,  for  example,  Bank  Supervision:  OCC's  Supervision  of  the  Bank  of  New  England  Was 
Not  Timely  or  Forceful,  (GAO/GGD-91-128,  September  16,  1991),  Bank  Supervision:  Prompt 
and  Forceful  Regulatory  Actions  Needed,  (GAO/GGD-91-69,  April  15,  1991),  Deposit  Insurance: 
A  Strategy  for  Reform,  (GAO/GGD-91-26,  March  4,  1991),  Troubled  Financial  Institutions:  Solu- 
tions to  ike  Thrift  Industry  Problem,  (GAO/GGD-89-47,  February  21,  1989),  Bank  Powers:  Is- 
sues Related  to  Repeal  of  the  Glass -Steagall  Act,  (GAO/GGD-88-37,  January  22,  1988),  Thrift 
Industry:  Forbearance  for  Troubled  Institutions  1982-1986,  (GAO/GGD-87-78BR,  May  6,  1987), 
and  Thrift  Industry:  Cost  to  FSLIC  of  Delaying  Action  on  Insolvent  Savings  Institutions,  (GAO/ 
GGD-86-122BR,  September  9,  1986). 
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which  affect  regulators  and  various  market  participants  should  not 
be  viewed  in  isolation  from  each  other.  Many  of  FDICIA's  critics 
fail  to  grasp  this  essential  feature  and  we  are  concerned  with  ef- 
forts that  may  be  mounted  to  weaken  some  of  the  act's  key  provi- 
sions. 

FDICIA's  success  depends  largely  on  the  behavior  of  regulators. 
It  gives  them  a  clear  mandate  and  the  tools  to  carry  out  that  man- 
date. However,  given  the  importance  of  control  mechanisms  in 
banking,  it  is  unrealistic  to  expect  bank  supervision  to  bear  all  of 
the  responsibility  for  change.  Banks'  internal  control  mechanisms 
also  need  to  promote  safe  and  sound  banking  practices.  Thus,  new 
accounting  and  auditing  requirements  in  FDICIA  should  improve 
the  quality  of  information  available  to  bank  managers  and  owners. 
And  corporate  governance  changes  should  focus  the  attention  of 
management  and  directors  on  the  condition  of  their  institutions 
and  on  their  fiduciary  responsibility  to  manage  risk  properly.  Fi- 
nally, least  cost  resolution  and  changes  in  deposit  insurance  cov- 
erage encourage  greater  market  discipline  by  placing  uninsured  de- 
posits more  explicitly  at  risk. 

Prompt  Corrective  Action  is  the  Linchpin  of  Supervisory  Reform 

From  1985  through  1991,  BIF's  insurance  losses  from  failed 
banks  have  averaged  about  15  percent  of  the  book  value  of  the  as- 
sets of  those  banks.  By  requiring  bank  and  thrift  regulators  to  take 
prompt  corrective  action  when  an  institution  becomes  troubled. 
Section  131  of  FDICIA  seeks  to  minimize  such  losses.  More  than 
any  other  provision,  this  one  can  be  expected  to  generate  the  need- 
ed change  in  mindset  of  both  bankers  and  regulators. 

Section  131  focuses  largely  on  a  bank's  capital.  It  requires  regu- 
lators to  establish  5  categories  for  banks  depending  upon  their  cap- 
ital, ranging  from  well  capitalized  to  critically  undercapitalized.^ 
Institutions  in  the  lower  categories  are  subject  to  progressively 
stronger  supervisory  remedies  and  sanctions.  In  addition,  if  an  in- 
stitution is  determined  to  be  in  an  unsafe  or  unsound  condition  or 
it  is  engaging  in  unsafe  or  unsound  practices,  regulators  may 
downgrade  the  institution's  capital  category  and  thus  take  the 
stronger  supervisory  actions  available  for  that  lower  category.  Sec- 
tion 131  provides  lists  of  possible  supervisory  actions  and  requires 
regulators,  in  specified  circumstances,  to  select  at  least  one  of  them 
to  be  taken  in  response  to  an  institution's  problems.  An  institution 
that  is  critically  undercapitalized — one  which  has  a  tangible  eq- 
uity ^  of  2  percent  or  less  compared  to  total  assets — must  generally 
be  placed  in  receivership  within  90  days  unless  another  action 


2  The  agencies  have  specified  three  different  capital  ratios  for  the  purposes  of  this  section,  and 
institutions  are  measured  using  each  one.  These  are  (1)  total  capital  to  risk-weighted  assets, 
(2)  tier  1  capital  to  risk-weighted  assets,  and  (3)  tier  1  capital  to  average  total  assets,  known 
as  the  leverage  ratio.  Tier  1  capital  consists  primarily  of  tangible  equity  capital.  Tier  2  capital 
includes  subordinated  debt,  loan  loss  reserves  (both  subject  to  maximum  limits),  and  certain 
other  instruments.  Total  capital  is  the  sum  of  tier  1  and  tier  2  capital.  Risk -based  capital  stand- 
ards assign  a  risk  weighting  to  each  bank  asset,  based  on  the  asset's  relative  default  risk.  These 
weights  range  from  zero  for  assets  such  as  cash  and  U.S.  Treasury  securities  to  100  percent 
for  most  bank  loans. 

'For  purposes  of  classifying  a  bank  as  critically  undercapitalized,  regulators  have  set  the  ratio 
of  tangible  equity  to  total  assets  as  the  sole  relevant  measure.  Tangible  equity  is  equity  capital 
plus  outstanding  cumulative  preferred  stock  (including  related  surplus)  minus  all  intangible  as- 
sets except  for  some  amount  of  purchased  mortgage  servicing  rights. 
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would  better  minimize  the  insurance  fund's  losses.'*  Closing  institu- 
tions when  they  still  have  a  small  positive  book  value  should  re- 
duce insurance  fund  losses,  benefiting  both  taxpayers  and  healthy 
banks. 

The  prompt  corrective  action  provisions  of  section  131  became  ef- 
fective on  December  19,  1992.  These  provisions  incorporate  existing 
risk-based  capital  standards  agreed  to  by  bank  regulators  in  indus- 
trialized countries — the  Basle  standards — used  to  define  adequately 
capitalized  institutions.  Thus,  the  basic  standard  is  not  new,  al- 
though it  does  add  a  new  category  called  well-capitalized.  Some  ob- 
servers believed  implementation  of  prompt  corrective  action  would 
lead  to  the  immediate  closing  of  many  banks.  The  feat  of  this  so 
called  "December  Surprise"  proved  to  be  exaggerated.  Based  on 
September  30,  1992  data,  14  large  banks  met  the  critically 
undercapitalized  classification.  Since  then,  10  of  these  have  been 
closed  by  regulators.  Of  the  remaining  4  large  banks,  FDIC  expects 
that  2  banks  are  more  likely  than  not  to  fail  in  the  near  future. 

A  number  of  reasons,  including  recent  improvements  in  bank 
profitability,  can  be  cited  for  why  so  few  banks  were  closed  when 
the  deadline  arrived.  I  submit  that  one  of  those  reasons  is  that  de- 
pository institutions  were  reacting  to  incentives  built  into  the  act. 
That  is,  owners  and  managers  in  many  weak  institutions  re- 
sponded by  raising  capital,  shrinking,  or  arranging  to  be  acquired. 
This  is  exactly  how  the  incentives  built  into  the  act  are  supposed 
to  work. 

Section  132  of  FDICIA  adds  a  non-capital  component  to  the 
prompt  corrective  action  provisions.  Among  other  things,  it  requires 
regulators  to  establish  various  operational  and  managerial  stand- 
ards in  the  areas  of  internal  controls,  information  systems,  internal 
audit  systems,  loan  documentation,  credit  underwriting,  interest 
rate  exposure,  and  asset  growth.  Regulations  defining  such  stand- 
ards must  take  effect  no  later  than  December  1,  1993. 

If  an  institution  does  not  have  systems  consistent  with  the  regu- 
latory standards,  it  must  submit  a  plan  to  correct  these  defi- 
ciencies. Failure  to  submit  or  implement  a  plan  subjects  the  insti- 
tution to  regulator's  corrective  orders  or  other  sanctions. 

We  believe  Section  132  is  also  crucial  to  successful  implementa- 
tion of  prompt  corrective  action.  Because  falling  capital  levels  are 
a  lagging  indicator  of  problems  in  a  bank,  this  section  provides  reg- 
ulators a  basis  for  acting  earlier  to  correct  unsafe  and  unsound 
practices. 

Section  132  has  been  widely  misunderstood  to  call  for  highly  de- 
tailed and  restrictive  rules  for  bank  behavior.  For  example,  some 
are  concerned  that  strict  credit  underwriting  rules  promulgated 
under  this  section  could  prevent  or  discourage  banks  from  making 
"character  loans,"  that  is,  loans  where  the  bank  has  to  rely  on  the 
character  of  the  borrower  because  the  borrower  does  not  have  ade- 
quate collateral.  However,  I  see  no  reason  why  the  agencies'  stand- 
ards in  credit  underwriting  would  lead  to  such  a  result,  nor  does 
FDICIA  require  it.  On  the  contrary,  supervisory  manuals  and  agen- 
cy directives  have  long  provided  examiners  with  guidelines  and  cri- 


■•A  determination  to  pursue  an  action  other  than  receivership  requires  concurrence  of  the 
bank's  federal  regulator  and  the  FDIC,  and  the  reason  for  the  action  taken  must  be  documented. 


61 

teria  for  evaluating  banks  in  many  of  the  areas  specified  by  this 
section. 

Last  year,  the  agencies  asked  for  pubHc  comment  about  what  the 
standards  should  be.  I  do  not  believe  that  there  are  grounds  for  as- 
suming that  the  standards,  which  must  take  effect  no  later  than 
December  1,  1993,  will  be  unreasonable.  In  general  we  think  it  will 
be  salutary  for  banks  to  understand  more  specifically  the  standards 
regulators  will  use  in  examining  their  institutions,  and  what  the 
consequences  will  be  in  given  situations.  For  the  most  part,  well 
run  banks  have  developed  their  own  standards  in  many  of  these 
areas,  and  we  expect  that  their  standards  will  be  consistent  with 
those  established  in  regulation. 

Let  me  now  turn  to  other  safety  and  soundness  provisions  in 
FDICIA.  As  I  mentioned  earlier,  most  of  these  provisions  directly 
follow  from,  or  are  in  support  of,  the  prompt  corrective  action  provi- 
sions. 

Management  and  Auditing  Reforms  Highlight  Private  Sector 
Responsibility  for  Reducing  Insurance  Fund  Losses 

An  effective  corporate  governance  system  is  the  first  line  of  de- 
fense to  ensure  an  institution's  safety  and  soundness.  How  well  an 
institution's  board  of  directors  and  management  fulfill  their  respon- 
sibilities, as  well  as  the  effectiveness  of  the  institution's  audit  com- 
mittee, greatly  affect  the  soundness  of  a  bank's  policy  and  operat- 
ing decisions  as  well  as  the  timely  identification  and  correction  of 
unsound  operations.  This  is  not  merely  a  regulatory  concern.  A 
bank's  stockholders,  debt  holders,  uninsured  depositors,  employees, 
and  community  all  depend  on  the  corporate  governance  system  to 
properly  discharge  its  fiduciary  responsibilities. 

Our  reports  on  bank  and  thrift  failures  showed  that  the  cor- 
porate governance  system  upon  which  so  many  depend  was  seri- 
ously flawed.^  The  failed  institutions  we  examined  had  serious  in- 
ternal control  problems,  which  regulators  cited  as  contributing  sig- 
nificantly to  their  failure.  These  problems  included  weaknesses  in 
loan  portfolio  management,  inadequate  loss  reserves,  and  defi- 
ciencies in  the  operating  systems  and  procedures  relied  on  by 
Boards  of  Directors  and  senior  management.  Had  these  problems 
been  corrected,  the  institutions  might  not  have  failed  or  their  fail- 
ure could  have  been  less  expensive  to  the  insurance  funds. 

Section  112  of  FDICIA  requires  insured  banks  and  thrifts  with 
assets  of  $150  million  or  more— about  3100  institutions  with  87 
percent  of  all  bank  and  thrift  assets  as  of  June  30,  1992— to  report 
annually  to  federal  regulators  on  their  financial  condition  and  man- 
agement for  fiscal  years  beginning  after  December  31,  1992.  The 
report  is  to  include  management's  assessment  of  (1)  the  effective- 
ness of  the  institution's  internal  control  structure  and  procedures 
and,  (2)  the  institution's  compliance  with  applicable  laws  and  regu- 
lations. This  report  must  be  signed  by  the  chief  executive  officer 
and  the  chief  accounting  or  financial  officer  of  the  institution.  In 


^Failed  Banks:  Accounting  and  Auditing  Reforms  Urgently  Needed  (GAO/AFMD-91^13,  April 
22„  1991),  Bank  Failures:  Independent  Audits  Needed  to  Strengthen  Internal  Control  and  Bank 
Management  (GAO/AFMD-89-25,  May  31,  1989),  and  Thrift  Failures:  Costly  Failures  Resulted 
From  Regulatory  Violations  and  Unsafe  Practices  (GAO/AFMD-89-62,  June  16,  1989). 
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addition,  the  act  requires  the  institution's  external  auditor  to  re- 
port separately  on  management's  assertions. 

A  strong  internal  control  system  provides  the  framework  for  the 
accomplishment  of  management  objectives,  accurate  financial  re- 
porting, and  compliance  with  laws  and  regulations.  Effective  inter- 
nal controls  serve  as  checks  and  balances  against  undesired  activi- 
ties and,  as  such,  provide  reasonable  assurance  that  banks  and 
thrifts  operate  in  a  safe  and  sound  manner. 

The  Section  112  requirements  are  intended  to  (1)  focus  manage- 
ment's attention  on  its  accountability  for  internal  controls  and  com- 
pliance with  laws  and  regulations  and  (2)  improve  regulators'  abil- 
ity to  detect  unsafe  and  unsound  conditions  and  support  prompt 
corrective  action  to  ensure  that  deficiencies  which  may  threaten  an 
institution's  solvency  are  corrected  in  a  timely  manner.  They 
should  significantly  enhance  the  likelihood  that  examiners  will 
identify  emerging  problems  in  banks  earlier. 

Our  recent  report  on  audit  committees  of  banks  with  assets  of 
$10  billion  or  more  raised  serious  concerns  about  the  independence 
and  expertise  of  committee  members.®  Of  the  40  audit  committee 
chairpersons  responding  to  our  questionnaire,  25  reported  their 
membership  included  large  customers  of  the  bank,  19  reported 
their  members  had  little  or  no  expertise  in  banking,  and  13  re- 
ported their  members  had  no  expertise  in  law  and  never  met  inde- 
pendently with  the  bank's  legal  counsel. 

FDICIA  reflects  congressional  recognition  of  these  concerns  and 
of  the  integral  role  of  audit  committees  in  systems  of  corporate  gov- 
ernance for  insured  depository  institutions.  Section  112  requires  in- 
stitutions with  assets  of  $150  million  or  more  to  have  independent 
audit  committees  comprised  entirely  of  outside  directors  whose  du- 
ties include  reviewing  the  bases  for  the  management  report  I  just 
described.  In  addition,  the  act  requires  the  audit  committees  of 
large  institutions  to  (1)  include  members  with  banking  or  related 
financial  management  expertise,  (2)  have  access  to  their  own  out- 
side counsel,  and  (3)  exclude  any  large  customers. 

The  audit  committees  of  insured  depository  institutions  required 
under  FDICIA  should  have  the  independence,  personnel  and  finan- 
cial resources,  information,  and  authority  necessary  for  them  to  ef- 
fectively fulfill  their  corporate  governance  role.  This  should  lead  to 
earlier  identification  and  correction  of  deficiencies  in  internal  con- 
trols and  compliance  with  laws  and  regulations,  and  more  reliable 
information  for  management,  regulatory  agencies,  and  the  public. 

All  of  the  corporate  governance  reforms  contained  in  Section  112 
that  I  have  discussed  were  effective  on  December  31,  1992,  and  be- 
come applicable  to  each  institution  with  its  fiscal  year  that  begins 
after  that  date.  The  regulators  have  published  proposed  regulations 
to  implement  these  reforms.  We  have  advised  FDIC  that  the  draft 
regulations,  for  the  most  part,  are  a  good  start  but  need  consider- 
able enhancement  in  several  critical  areas.  The  draft  regulations 
excluded  controls  for  safeguarding  of  assets  and  lacked  the  specific- 
ity to  ensure  consistent  and  effective  management  assessment  and 
reporting  on  internal  controls  and  compliance.  These  weaknesses 


^ Audit  Committees:  Legislation  Needed  to  Strengthen  Bank  Oversight  (GAO/AFMD-92-19,  Oc- 
tober 21,  1991). 
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will  also  limit  the  effectiveness  of  the  independent  public  account- 
ant's review  of  management's  assertions  for  these  requirements. 
Similarly,  the  proposed  regulations  lacked  certain  requirements 
necessary  to  shape  effective  independent  audit  committees.  Unless 
modifications  are  made  to  strengthen  the  final  regulations  in  these 
areas,  the  expected  benefits  from,  the  act's  internal  control  and  cor- 
porate governance  provisions  will  be  significantly  diminished. 

Accounting  Reforms  are  Necessary  to  Provide  Accurate  Information 
Needed  for  FDICIA  Reforms  to  be  Fully  Effective 

The  adequacy  of  financial  information  reported  by  banks  to  the 
regulators  is  critical  to  successful  implementation  of  prompt  correc- 
tive action.  This  is  because  accounting  rules  are  used  to  define  a 
bank's  capital  level,  and  regulatory  actions  are  triggered  in  large 
measure  by  those  reported  capital  levels.  Accordingly,  Section  121 
of  the  act  provides  that  accounting  principles  applicable  to  reports 
or  statements  required  to  be  filed  with  Federal  banking  agencies 
by  insured  depository  institutions  should  (1)  result  in  financial 
statements  and  reports  of  condition  that  accurately  reflect  the  in- 
stitution's capital;  (2)  facilitate  effective  supervision;  and  (3)  facili- 
tate prompt  corrective  action  to  resolve  the  institutions  at  the  least 
cost  to  the  insurance  funds. 

Section  121  also  requires  the  banking  and  thrift  regulators  to  re- 
view the  accounting  principles  used  by  depository  institutions  with 
respect  to  regulatory  reporting  and  modify  any  such  principles  that 
are  not  consistent  with  generally  accepted  accounting  principles 
(GAAP).  Further,  if  the  regulators  determine  that  the  application 
of  GAAP  was  inconsistent  with  the  objectives  stated  above,  the  reg- 
ulators are  directed  by  the  act  to  prescribe  an  appropriate  account- 
ing principle  for  regulatory  reporting  purposes.  Any  modifications 
in  accounting  principles  are  to  be  no  less  stringent  than  GAAP.  The 
act  also  requires  that  regulators  issue  guidance  regarding  reporting 
of  off  balance  sheet  items  and  disclosure  of  the  estimated  market 
values  of  assets  and  liabilities. 

We  have  repeatedly  stated  our  concern  that  the  flexibility  of  cur- 
rent accounting  rules  enables  banks  to  conceal  loan  losses,  and  con- 
sequently, loss  reserves  may  continue  to  be  understated."^  The  level 
of  loan  loss  reserves  necessary  is  a  matter  of  management  judg- 
ment based  upon  an  assessment  of  the  collectability  of  outstanding 
loans.  Because  of  the  negative  impact  of  these  losses  upon  the  re- 
ported financial  conditions  of  banks,  there  is  an  incentive  for  the 
management  of  weak  banks  to  use  the  latitude  in  accounting  rules 
to  delay  loss  recognition  as  long  as  possible,  resulting  in  inaccurate 
financial  reports  that  impede  early  warning  of  troubled  banks  and 
increase  insurance  fund  losses. 


'Our  review  of  39  banks  that  failed  in  1988  and  1989  showed  that  flexible  accounting  stand- 
ards allowed  problem  banks  to  unduly  delay  recognizing  losses  in  their  loan  portfolios  and  to 
overstate  the  value  of  real  estate  acquired  through  foreclosure,  thuB  overstating  their  capital. 
The  magnitude  of  FDIC's  adjustments  to  the  loss  reserves  of  these  banks  at  the  time  of  their 
failure  showed  that  $7.3  billion  in  reported  bank  capital  did  not  exist.  See  Failed  Banks:  Ac- 
counting and  Auditing  Reforms  Urgently  Needed  (GAO/AFMD-91-43,  April  22,  1991). 
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The  Financial  Accounting  Standards  Board®  (FASB)  issued  a 
proposed  statement  of  financial  accounting  standards,  Accounting 
by  Creditors  for  Impairment  of  a  Loan,  for  public  comment  in  June 
of  1992.  In  commenting  on  the  proposed  standard,  we  expressed 
concern  that  the  standard,  as  drafted,  would  not  result  in  full  rec- 
ognition of  losses  on  nonperforming  loans  because  fair  market 
value  concepts  were  not  required  to  be  used  in  deriving  these  loss 
estimates.  The  FASB  recently  met  to  discuss  their  position  on  the 
draft  standard  and  is  considering  several  changes  which  would  re- 
sult in  a  somewhat  more  realistic  measure  of  losses  from  impaired 
loans.  We  are  encouraged  by  this  progress  and  hope  for  more.  How- 
ever, substantive  revision  of  the  standard,  as  we  have  rec- 
ommended, may  delay  the  FASB  rulemaking  process  such  that  the 
effective  date  of  the  new  standard  would  be  after  1994.  Therefore 
we  remain  concerned,  both  with  the  effective  date,  and  whether  the 
final  standard,  when  ultimately  adopted,  will  be  sufficiently  defini- 
tive in  requiring  fair  value  accounting  for  nonperforming  loans. 

The  potential  magnitude  of  unrecognized  losses  on  nonperform- 
ing loans  was  recently  demonstrated  in  an  article  in  the  Wall 
Street  Journal.  This  article  reported  recent  writedowns  of  problem 
real  estate  loans  by  some  of  the  nation's  largest  banks  of  40  per- 
cent to  60  percent  of  the  face  value  of  those  loans.  These 
writedowns,  which  in  one  case  reportedly  amounted  to  as  much  as 
$1  billion,  were  taken  in  anticipation  of  selling  the  problem  loans, 
which  indicates  that  the  loans  were  not  previously  recorded  at 
amounts  reflective  of  their  fair  market  values. 

We  have  also  recently  reviewed  fiscal  year  1991  data  which  indi- 
cates that  the  year-end  book  value  of  the  stock  of  a  number  of  the 
largest  banks  in  the  country  was  higher  than  the  reported  market 
value  of  the  stock.  The  Chief  Accountant  of  the  Securities  and  Ex- 
change Commission  in  commenting  on  this  same  data  questioned 
whether  accounting  for  these  institutions  was  realistic.  These  data, 
combined  with  the  writedowns  described  above,  adds  credence  to 
our  belief  based  on  our  previous  work  that  some  banks  and  thrifts 
have  inflated  balance  sheets.  Until  the  banking  and  thrift  regu- 
lators issue  definitive  guidance  requiring  fair  vmue  accounting  for 
problem  loans,  asset  values  and  capital  of  many  financial  institu- 
tions will  continue  to  be  overstated,  and  regulatory  intervention  for 
weak  banks  may  be  unduly  delayed. 

We  are  also  concerned  that  flexible  accounting  rules  allow  banks 
to  recognize  gains  while  deferring  losses  on  debt  investment  securi- 
ties. Recently  proposed  changes  by  FASB  to  the  accounting  rules 
for  debt  and  equity  securities  are  not  likely  to  deter  this  type  off 
abusive  management,  practice — ^known  as  "gains  trading"  or  "cher- 
ry picking."  We  believe  fair  value  accounting  should  be  required  for 
all  investment  securities  to  avoid  continued  misleading  financial 
reporting  of  these  assets. 

Another  area  where  flexible  accounting  rules  may  be  abused  is 
accounting  for  related  party  transactions.  The  ambiguities  in  these 
accounting  rules  may  allow  bank  holding  companies  to  record  in- 


*FASB  is  the  accounting  rule  setting  body  that  promulgates  accounting  principles,  commonly 
known  as  generally  accepted  accounting  principles,  for  private  sector  financial  reporting.  Finan- 
cial reports  required  by  bank  and  thrift  regulations  are,  for  the  most  part,  consistent  with  these 
accounting  principles. 
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come  and  require  bank  subsidiaries  to  record  expenses  for  trans- 
actions which  have  the  appropriate  legal  form,  such  as  written 
service  contracts  and  sales  agreements,  but  in  reality  have  pro- 
vided little  or  no  benefit  to  the  bank.  Further,  the  ambiguity  in  the 
accounting  rules  increases  the  possibility  that  intercompany  trans- 
actions that  place  a  drain  on  the  insured  bank's  resources,  but 
which  have  no  real  economic  substance,  may  go  unchallenged  by 
auditors  and  regulators. 

Finally,  little  authoritative  accounting  guidance  currently  exists 
for  derivative  products  that  are  widely  used  by  financial  institu- 
tions today.  While  these  products  are  often  used  to  reduce  risk  in 
an  institution's  portfolio,  their  rapid  growth  and  complexity  height- 
en the  need  for  definitive  accounting  guidance  in  this  area. 

The  accounting  reforms  required  by  the  act  were  to  be  completed 
by  December  19,  1992,  but  had  not  been  fully  carried  out  by  regu- 
lators as  of  January  15,  1993.  However,  based  on  the  regulators' 
response  to  our  previous  recommendations  on  loan  loss  accounting 
and  FASB's  failure  to  take  timely  definitive  action  to  address  these 
problems,  we  believe  further  prompting  of  the  regulators  to  take 
action  will  be  needed.  The  effectiveness  of  the  act's  capital  stand- 
ards, intended  to  minimize  losses  to  the  insurance  funds,  will  be 
diminished  unless  accounting  rules  that  contribute  to  inflated  re- 
porting of  capital  levels  are  tightened. 

Improved  Examinations  are  Essential  to  Promote  Safe  and 
Sound  Financial  Institutions 

In  1990,  in  response  to  concerns  that  potential  bank  failures 
were  not  being  identified  early  enough  by  regulators,  we  rec- 
ommended to  Congress  that  on-site  full  scope  examinations  of  all 
problem  and  large  banks  be  performed  by  regulators  annually.^  Be- 
ginning December  19,  1992,  Section  111  of  FDICIA  generally  re- 
quires annual  full  scope  examinations  for  banks  with  assets  greater 
than  $100  million. 

Our  on-going  work  reviewing  bank  and  thrift  examinations, 
which  will  be  completed  shortly,  raises  concerns  about  the  quality 
of  these  examinations.  Two  primary  areas  of  concern  are  the  review 
of  loan  quality  and  related  loan  loss  reserves,  and  the  review  of  in- 
ternal controls.  No  minimum  standards  exist  in  these  or  other  criti- 
cal areas  to  ensure  that  "full  scope"  examinations  are  thoroughly 
covering  all  critical  areas  of  bank  or  thrift  operations.  These  and 
other  examination  issues  will  be  discussed  more  fully  in  our  upcom- 
ing reports  on  this  work.  However,  suffice  it  to  say  that  the  exam- 
ination deficiencies  we  found  must  be  corrected  for  the  successful 
implementation  of  this  and  other  sections  of  FDICIA. 

Least-Cost  Resolutions  Are  Intended  to  Reduce  Insurance  Fund 
Losses  and  Change  Incentives 

The  FDICIA  provisions  I  have  alreadv  discussed  are  intended  to 
get  banks  and  regulators  to  address  problems  early.  To  help  accom- 
plish this,  Section  141  of  FDICIA  changed  the  way  failed  banks  are 
resolved  so  that  depositors  over  the  $100,000  insurance  limit  and 


^Bank  Insurance  Fund:  Additional  Reserves  and  Reforms  Needed  to  Strengthen  the  Fund 
(GAO/AFMD-90-100,  September  11,  1990). 
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general  creditors  will  be  more  likely  to  incur  part  of  the  losses  that 
formerly  have  fallen  almost  exclusively  to  BIF  and/or  taxpayers.  As 
a  result,  uninsured  depositors  and  creditors  have  a  greater  incen- 
tive to  monitor  banks  and  remove  their  funds  when  a  problem  ap- 
pears. This  also  means  that  banks  with  uninsured  sources  of  fund- 
ing have  an  incentive  to  convince  the  public  that  they  are  suffi- 
ciently capitalized  and  effectively  managed. 

Section  141  requires  FDIC  to  meet  its  insurance  obligations 
using  the  resolution  method  that  is  least-costly  to  the  insurance 
fund.  FDICIA's  only  exception  to  this  least-cost  requirement  is  for 
cases  where  it  would  'Tiave  serious  adverse  effects  on  economic  con- 
ditions or  financial  stability."  ^°  Such  an  exception  must  be  ap- 
proved by  two-thirds  of  the  FDIC  Board,  two-thirds  of  the  Federal 
Reserve  Board,  and  by  the  Secretary  of  the  Treasury. 

The  effect  of  least-cost  resolutions  is  already  becoming  apparent. 
In  the  three  years  before  the  passage  of  FDICIA,  uninsured  deposi- 
tors absorbed  losses  in  about  14  percent  of  failed  banks.  This  was 
because,  before  least-cost  resolutions  were  required,  FDIC  could 
more  actively  pursue  resolution  methods  that  usually  resulted  in  de 
facto  insurance  coverage  for  uninsured  deposits. ^^  That  is,  FDIC 
tried  to  find  acquirors  for  failed  banks  that  would  buy  most  or  all 
assets  and  liabilities,  which  meant  taking  all  deposits,  not  just 
those  that  were  otherwise  insured  by  FDIC.  Subsequent  to 
FDICIA,  uninsured  depositors  absorbed  losses  in  49  percent  of  the 
failed  banks.  FDIC  projects  that  losses  absorbed  by  uninsured  de- 
positors in  1992  will  be  approximately  $80  million;  this  amounts  to 
about  2  percent  of  total  expected  losses  in  all  1992  failed  banks. 
While  it  appears  that  FDIC  is  approaching  resolutions  in  a  way 
consistent  with  the  congressional  intent,  we  are  currently  analyz- 
ing the  adequacy  of  FDIC's  process  for  ensuring  compliance  with 
the  least  cost  provisions  and  we  will  be  reporting  our  results  to  you 
later  this  year. 

We  are  not  yet  in  a  position  to  judge  how  effective  the  incentive 
of  placing  uninsured  deposits  at  greater  risk  of  loss  will  be.  Al- 
though the  least-cost  requirement  took  effect  upon  passage  of 
FDICIA,  it  is  too  early  to  tell  how  responsive  uninsured  depositors 
will  be  to  this  changed  risk.  We  are  concerned  though,  that  some 
in  the  general  public  may  not  yet  be  aware  of  how  the  risks  associ- 
ated with  uninsured  deposits  have  changed. 

This  concern  is  increased  by  the  fact  that  Section  311  of  FDICIA 
made  several  changes  which  add  even  more  complexity  to  existing 
insurance  coverage.  For  example,  depositors  with  various  retire- 
ment accounts  that  previously  were  separately  insured  prior  to 
FDICIA  are  potentially  at  risk  because  different  retirement  ac- 
counts belonging  to  one  individual  are  to  be  aggregated  for  insur- 
ance purposes.  Also,  pass-through  coverage  given  to  the  individual 
participants  in  employee  benefit  and  deferred  compensation  plan 
accounts  will  now  be  granted  only  if  the  bank  is  allowed  to  accept 
brokered  deposits. 

Part  of  this  concern  about  public  awareness  may  be  satisfied  over 
time  with  added  publicity,  but  there  may  be  difficulties  in  doing 


1"  FDICIA  section  141(a)(1)(C). 

1^  Prior  to  FDICIA,  FDIC  could  use  any  resolution  method  so  long  as  the  cost  was  less  than 
that  of  a  deposit  payofT. 
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this  well.  For  example,  the  coverage  rules  instituted  with  Section 
311  may  be  quite  complicated  for  people  to  understand. 

Another  difficulty  relates  to  the  adequacy  of  information  avail- 
able for  depositors  to  assess  their  bank's  condition  so  as  to  judge 
the  potential  risk  of  placing  uninsured  deposits  in  that  bank.  Until 
accounting  and  financial  information  reporting  by  banks  is  im- 
proved along  the  lines  required  by  FDICIA,  even  depositors  that 
understand  the  potential  risk  associated  with  uninsured  deposits 
may  not  have  adequate  information  on  which  to  determine  the  rel- 
ative riskiness  of  their  uninsured  deposits.  As  a  matter  of  over- 
sight, there  may  be  a  need  to  fix  responsibility  for  ensuring  that 
banks,  upon  request,  promptly  and  completely  disclose  all  pertinent 
information  regarding  their  financial  condition. 

Information  problems  get  more  complex  when  a  bank  is  part  of 
a  multi-bank  holding  company.  There,  the  failure  of  one  of  the 
holding  company's  banks  may  result  in  the  failure  of  its  other 
banks.  This  is  because  under  provisions  adopted  by  Congress  in 
1989,  FDIC  may  execute  what  is  known  as  a  cross-guarantee  provi- 
sion to  tap  the  capital  in  the  affiliated  banks  to  cover  losses  in  the 
failed  bank.  In  general,  applying  a  cross-guarantee  protects  the  in- 
surance fund  and  prevents  a  holding  company  from  concentrating 
its  losses  in  one  bank  while  protecting  its  others.  Yet,  it  can  also 
have  the  consequence  of  imposing  losses  on  unsuspecting  unin- 
sured depositors  who  may  be  satisfied  with  the  financial  strength 
of  their  bank,  but  not  be  aware  that  an  affiliated  bank  is  in  serious 
trouble.  If  the  troubled  affiliated  bank  fails,  it  could  also  bring 
down  the  solvent  bank  because  of  the  application  of  the  cross-guar- 
antee. Both  of  the  failed  banks  would  then  be  resolved  individually, 
perhaps  with  one  being  acquired  whole  and  one  being  liquidated, 
depending  on  the  bids  from  potential  acquirors.  This  means  that 
the  least  cost  resolution  of  each  bank  could  result  in  uninsured  de- 
positors being  protected  in  the  insolvent  bank  and  not  in  the  bank 
that  failed  solely  because  of  the  cross-guarantee. 

As  depositors  become  more  aware  of  the  risk  of  loss  on  uninsured 
deposits,  those  with  uninsured  deposits  may  be  more  likely  to  with- 
draw their  funds  if  they  believe  their  bank  is  in  trouble.  If  such 
withdrawals  became  widespread  in  a  bank,  it  could  result  in  a  run 
on  that  bank,  possibly  causing  a  liquidity  crisis  for  it  and  bringing 
about  its  failure.  While  there  is  no  evid.ence  that  such  runs  have 
occurred  since  FDICIA's  passage,  FDIC  is  concerned  about  poten- 
tial liquidity  failures  and  is  studying  this  issue  to  better  under- 
stand depositor  behavior.  The  possibility  of  liquidity  failures  dem- 
onstrates why  the  FDICIA  tripwires  and  accounting  rules  are  so 
important — the  public  must  have  confidence  that  financial  informa- 
tion is  accurate  and  that  regulators  will  act  on  a  timely  basis  so 
that  uninsured  depositors  face  minimal  risk  of  loss. 

When  uninsured  depositors  become  more  aware  of  the  risks  and 
the  monitoring  costs  involved,  there  also  may  be  a  tendency  for 
them  to  move  their  funds  out  of  the  banking  system  to  similar 
products  in  other  types  of  financial  institutions  perceived  as  less 
risky  substitutes  for  large  deposits.  However,  the  degree  of  safety 
in  some  cafes  may  be  questionable,  as  witnessed  by  the  recent  fail- 
ure of  some  insurance  companies.  For  example,  we  have  reported 
to  Congress  weaknesses  in  how  state  regulators  supervise  insur- 
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ance  companies  and  provide  protection  to  policyholders.  In  particu- 
lar, we  have  observed  that  questions  exist  about  both  the  capacity 
and  the  fairness  of  the  various  state  insurance  guarantee  funds. 
That  is,  the  funds  may  not  be  able  to  meet  their  obligations  if  in- 
surance company  failures  continue  to  increase.  Moreover,  under  the 
current  system,  the  treatment  of  policyholders  with  similar  claims 
against  a  failed  insurer  depends  on  the  state  in  which  they  live. 

The  discussion  of  these  concerns  is  not  meant  to  be  critical  of 
what  was  done  in  FDICIA,  but  to  underscore  a  matter  for  congres- 
sional oversight  that  extends  beyond  implementation  of  FDICIA — 
and  indeed  beyond  the  banking  system.  As  we  look  down  the  road 
I  think  it  will  become  harder  and  harder  to  ignore  addressing  some 
fundamental  questions  of  what  the  purpose  of  deposit  insurance 
should  be  in  today's  competitive,  complex  financial  marketplace. 
Who  needs  to  be  protected,  what  types  of  coverage  choices  should 
be  offered  to  consumers,  and  what  types  of  notification  and  infor- 
mation should  be  required? 

One  of  the  more  perplexing  of  these  longer  run  considerations  is 
the  possibility  that  some  depositors,  especially  individuals,  small 
businesses,  and  non-profit  organizations,  may  feel  unable  or  unwill- 
ing to  monitor  and  make  informed  judgments  about  the  condition 
of  their  banks.  In  FDICIA,  Congress  recognized  this  concern  and 
required  FDIC  to  study  issues  relating  to  it.  FDIC  is  completing 
the  first  of  these  studies,  and  recognizes  that  there  may  be  a  prob- 
lem with  depositors  not  fully  understanding  the  insurance  status 
of  their  deposits.  I  believe  it  would  be  reasonable  for  this  commit- 
tee to  look  more  closely  at  ways  for  depositors  to  ensure  that  their 
interests  are  protected,  as  well  as  looking  at  whether  depositors 
should  have  the  option  of  acquiring  some  sort  of  insurance  for  de- 
posits in  excess  of  the  $100,000  threshold.  As  we  described  in  our 
report  on  deposit  insurance  reform, ^^  this  choice  could  be  offered 
in  several  ways.  Depositors  could  be  given  the  choice  to  insure 
large  deposits  by  paying  for  such  insurance  directly  or  implicitly 
through  a  reduced  yield.  Such  added  insurance  could  be  offered  by 
FDIC  or  by  a  third  party.  Alternatively,  depositors  could  be  pro- 
vided the  opportunity  to  collateralize  deposits  over  $100,000  with 
low-risk  assets  such  as  Treasury  securities. 

Foreign  Bank  Supervision  Changes  Directed  at  Improving 
Information,  Shifting  Risk 

The  Foreign  Bank  Supervision  Enhancement  Act  of  1991 
(FBSEA),  Title  II,  Subtitle  A,  of  FDICIA,  strengthens  federal  over- 
sight of  foreign  bank  activities  in  the  United  States.  FBSEA  gives 
the  Federal  Reserve  Board  final  authority  to  both  conduct  examina- 
tions and  approve  the  establishment  of  foreign  bank  branches, 
agencies,  and  representative  offices.  Grenerally,  FBSEA  applies  the 
incentive  changing  focus  of  the  provisions  I  have  already  described 
to  the  supervision  of  foreign  banks  operating  in  the  United  States. 
In  particular,  these  changes  are  a  response  to  problems  in  the  co- 
ordination of  foreign  bank  supervision  highlighted  by  the  collapse 
of  BCCI,  the  Bank  of  Credit  and  Commerce  International, 


^Deposit  Insurance:  A  Strategy  for  Reform  (GAO/GGD-91-26,  pages  99-103). 


69 

Under  FBSEA,  before  approving  a  foreign  bank  application  to  op- 
erate a  branch  or  office  in  the  U.S.,  the  Federal  Reserve  Board 
must  ensure  that  the  bank  is  subject  to  comprehensive  supervision 
or  regulation  on  a  consolidated  basis  by  the  appropriate  authorities 
in  its  home  country.  The  act  requires  the  Federal  Reserve  to  take 
into  account  whether  the  home  country  supervisor  has  consented  to 
the  establishment  of  the  bank  office  in  the  United  States,  whether 
the  financial  and  managerial  resources  of  the  foreign  bank  are  ade- 
quate, whether  the  foreign  bank  has  provided  the  Federal  Reserve 
adequate  assurances  that  information  will  be  available  for  the  Fed- 
eral Reserve  to  ensure  compliance  with  the  Act,  and  whether  the 
foreign  bank  is  in  compliance  with  applicable  U.S.  law. 

As  is  the  case  with  the  FDICIA  provisions  already  described,  the 
manner  in  which  FBSEA  is  implemented  will  determine  both  its  ef- 
fectiveness and  how  it  is  viewed  abroad.  Foreign  bank  supervisors 
participating  in  the  Basle  Committee  on  Banking  Supervision  gen- 
erally support  FBSEA's  premise  that  banks  seeking  to  operate 
internationally  should  be  subject  to  adequate  supervision  by  their 
home  supervisor,  including  supervision  on  a  consolidated  basis. 
However,  if  the  U.S.  authorization  process  under  FBSEA  appears 
to  impose  U.S.  supervisory  practices  on  other  supervisors,  or  to  im- 
pose heavy  burdens  on  foreign  banks,  their  support  and  cooperation 
might  end.  The  Federal  Reserve  is  hopeful  that  in  judging  foreign 
bank  applicants  and  the  adequacy  of  their  home  supervision,  the 
principles  it  applies  will  be  consistent  with  those  regarding  consoli- 
dated supervision  that  have  been  developed  by  major  international 
bank  supervisors  under  the  auspices  of  the  Basle  Committee  on 
Banking  Supervision.  Applying  Basle  Committee  principles  would 
lend  additional  weight  and  legitimacy  to  a  set  of  principles  which 
represent  a  consensus  of  all  the  major  international  banking  super- 
visors, including  the  United  States.  This  could  also  encourage  other 
countries  to  follow  consolidated,  comprehensive  supervisory  prac- 
tices. 

The  key  examination  provision  in  the  FBSEA  gives  the  Federal 
Reserve  the  authority  and  mandate  to  conduct  and  coordinate  ex- 
aminations of  branches  or  agencies  of  foreign  banks  operating  in 
the  United  States.  Each  branch  or  agency  must  be  examined  on- 
site  at  least  once  every  12  months  and  the  Federal  Reserve  must 
coordinate  these  examinations  with  the  OCC,  the  FDIC,  and  the 
State  bank  supervisor.  This  new  examination  authority  will  require 
a  major  increase  in  the  resources  the  Federal  Reserve  Banks  de- 
vote to  examining  foreign  bank  operations  in  the  United  States. 
The  Federal  Reserve  Bank  of  New  York,  the  reserve  bank  most  im- 
pacted by  these  expanded  examination  responsibilities,  has  com- 
pleted over  50  examinations  through  August  31,  1992,  and  has 
begun  to  hire  additional  examiners  to  meet  an  even  greater  work- 
load planned  for  the  future. 

The  budgetary  impact  of  the  additional  resources  needed  by  the 
Federal  Reserve  Banks  can  be  limited  by  the  act's  provision  that 
the  costs  of  Federal  Reserve  examinations  of  foreign  banking  offices 
in  the  United  States  be  charged  against  and  collected  from  the  for- 
eign bank  or  its  parent.  However,  despite  what  we  believe  is  a 
clear  mandate  in  the  statute  to  recover  these  costs,  the  Federal  Re- 
serve has  not  yet  begun  to  charge  foreign  banks  for  any  cost  of  ex- 
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aminations,  because  it  is  still  trying  to  resolve  the  issue  of  how  to 
fairly  work  out  such  charges.  The  issue  is  complicated  because  the 
foreign  banks  are  already  subject  to  charges  for  exams  by  their  pri- 
mary U.S.  licensing  authority — either  OCC  or  the  states. 

Condition  of  the  Banking  Industry  and  Outlook  for  BIF 

The  condition  and  performance  of  the  nation's  commercial  and 
savings  banks  improved  substantially  during  the  first  nine  months 
of  1992,  and  these  trends  appear  to  nave  continued  into  the  fourth 
quarter.  Not  only  has  there  been  a  dramatic  improvement  in  bank 
earnings,  but  there  has  been  additional  capital  flowing  into  the  in- 
dustry and  some  signs  of  willingness  by  investors  to  purchase  trou- 
bled loans  and  collateral  from  banks.  While  the  numbers  and  size 
of  bank  failures  continue  to  be  at  historically  high  levels,  at  this 
time  the  trends  are  downward  and  thus  appear  to  provide  a  more 
favorable  outlook  than  in  recent  years.  I  would  caution,  however, 
that  the  problems  facing  the  industry  are  not  yet  over.  Many  banks 
continue  to  carry  substantial  inventories  of  troubled  loans  on  their 
books,  especially  real  estate  loans.  For  some  of  these  banks,  the  re- 
cent period  of  low  interest  rates  may  only  serve  to  delay  the  inevi- 
table. Additionally,  although  the  banking  industry  has  recently  en- 
joyed a  period  of  high  earnings  made  possible  by  low  interest  rates 
and  a  steep  yield  curve,  the  reliability  of  the  data  reported  by 
banks  that  are  used  to  analyze  industry  performance  continues  to 
be  affected  by  the  flexible  accounting  rules  I  described  earlier. 

Nonetheless,  we  are  hopeful  that  the  improved  condition  and  per- 
formance of  the  industry  coupled  with  implementation  of  the  safety 
and  soundness,  reforms — and  the  change  in  incentives  that  this 
will  bring  about — will  contribute  to  reducing  the  insurance  losses 
that  past  experience  has  shown  might  otherwise  have  been  ex- 
pected. 

The  reported  financial  condition  of  BIF  also  improved  during  the 
first  three  quarters  of  1992.  The  decline  in  the  rate  of  bank  failures 
and  indications  that  loss  rates  currently  being  experienced  by  the 
Fund  are  also  declining,  have  helped  the  Fund's  condition.  But  this 
is  not  to  say  that  the  condition  of  BIF  is  in  any  way  sound.  BIF 
was  still  insolvent  at  September  30,  1992,  and  it  will  remain 
undercapitalized  for  a  number  of  years  even  if  insurance  losses  de- 
cline in  the  next  few  years.  The  Fund  is  thus  vulnerable  to  a 
change  in  economic  conditions  or  the  failure  of  large  banks.  An 
undercapitalized  insurance  fund  damages  the  credibility  of  the 
prompt  corrective  action  reforms  contained  in  FDICIA  because  if 
BIF  is  not  well  capitalized,  FDIC  may  be  reluctant  to  act  on  a 
timely  basis. 

Concerns  Remain  Despite  Record  Profitability 

Through  September  30,  1992,  year-to-date  commercial  bank 
earnings  totaled  $24.1  billion,  an  increase  of  63  percent  over  the 
$14.8  billion  reported  for  the  same  period  in  1991.  The  record  prof- 
its are  attributable  to  the  continued  decline  in  interest  rates,  the 
steepness  of  the  yield  curve,  gains  from  sales  of  securities,  and 
modest  improvements  in  overall  asset  quality  as  reported  by  com- 
mercial banks.  Furthermore,  sharply  improved  earnings  after  divi- 
dends have   enabled  commercial  banks  to   significantly  improve 
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their  capital  base.  This  factor,  along  with  the  attraction  of  record 
amounts  of  new  capital  from  the  financial  markets,  contributed  to 
a  substantial  increase  in  industry  capital.  For  the  12  months  end- 
ing September  30,  1992,  the  number  of  commercial  banks  declined 
by  4  percent  (to  11,590)  and  bank  assets  grew  by  1.4  percent  (to 
$3.5  trillion).  Equity  capital,  though,  grew  at  a  rate  of  nearly  12 
percent  over  the  last  12  months  and  totaled  about  $257  billion  at 
September  30,  1992.  As  a  result,  on  September  30,  1992,  the  com- 
mercial banking  industry's  ratio  of  equity  capital  to  assets  equaled 
nearly  7.4  percent,  the  highest  level  in  over  25  years. 

Savings  banks  insured  by  the  Bank  Insurance  Fund  also  realized 
substantial  increases  in  earnings  during  the  first  nine  months  of 
1992.^^  Savings  banks  reported  aggregate  earnings  totaling  $933 
million  through  September  30,  1992.  In  contrast,  during  the  first 
nine  months  of  1991,  savings  banks  posted  aggregate  losses  total- 
ing $787  million.  Like  commercial  banks,  savings  banks  benefitted 
from  low  interest  rates  and  substantial  gains  on  sales  of  invest- 
ment securities.  However,  despite  the  low  interest  rates  and  overall 
aggregate  earnings,  12  percent  of  savings  banks  located  in  the 
Northeast  continued  to  post  losses.  At  September  30,  1992,  savings 
banks  reported  total  equity  capital  of  $17.1  billion,  an  increase  in 
one  year  of  over  5  percent.  For  the  12  months  ending  September 
30,  1992,  the  number  of  savings  banks  declined  by  5.4  percent  (to 
421  banks),  and  industry  assets  also  declined  by  6.2  percent  (to 
$223  billion).  The  ratio  of  savings  banks'  equity  capital  to  assets 
equaled  about  7.7  percent  at  September  30,  1992,  compared  to  a 
ratio  of  6.9  percent  at  September  30,  1991. 

While  the  recent  improvement  in  earnings  and  capital  for  large 
segments  of  the  industry  are  encouraging,  it  is  far  too  early  to  con- 
clude that  safety  and  soundness  concerns  in  the  banking  industry 
are  behind  us.  There  are  a  number  of  reasons  for  concern. 

Although  the  number  of  commercial  banks  reporting  losses  de- 
clined significantly  during  the  first  nine  months  of  1992  (from  just 
over  11  percent  at  the  end  of  1991  to  about  6.5  percent  at  Septem- 
ber 30,  1992),  a  number  of  the  nation's  largest  banks  continued  to 
be  among  the  least  profitable.  All  told,  8.3  percent  of  all  commei- 
cial  banks  with  assets  in  excess  of  $1  billion  posted  losses  through 
the  first  nine  months  of  1992. 

The  number  and  size  of  problem  banks  have  declined  in  the  past 
year  and  there  are  indications  that  this  downward  trend  may  con- 
tinue. However,  problem  banks  still  represent  a  significant  seg- 
ment of  the  industry.  At  September  30,  1992,  the  regulators  had 
identified  993  banks  insured  by  BIF  as  problem  banks.  Of  these 
banks,  909  were  commercial  banks  and  84  were  savings  banks. 
While  the  number  of  problem  banks  has  declined  9  percent  during 
the  first  nine  months  of  1992,  their  average  size  continues  to  be 
significant — $537  million  for  commercial  banks  and  $838  million 


13  The  September  30,  1992,  year-to-date  financial  information  reported  by  savings  banks  indi- 
cate a  modest  improvement  in  asset  quality,  as  both  the  level  of  troubled  loans  and  related  loss 
provisioning  reported  by  savings  banks  at  September  30,  1992,  have  declined  from  the  levels 
reported  one  year  earher.  During  that  year,  27  savings  banks  with  $29.3  billion  in  assets  failed. 
The  resolution  of  these  institutions  and  thus  their  removal  from  the  financial  statistics  compiled 
for  the  industry  at  September  30,  1992,  account  for  much  of  the  decreases  in  reported  loss  provi- 
sioning and  related  troubled  assets  in  turn  improving  the  reported  earnings  performance  and 
capital  for  savings  banks  as  a  whole. 
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for  savings  banks.  Overall,  problem  banks  held  about  15  percent  of 
total  bank  assets — about  $558  billion — at  September  30,  1992, 
down  slightly  from  the  17  percent  held  at  December  31,  1991. 

Another  problem  among  commercial  banks  is  that  troubled  real 
estate  loans,  particularly  construction  and  commercial  real  estate 
loans  in  the  Northeast  and  in  California,  remain  at  high  levels. 
While  commercial  banks  charged  off  $2.6  billion  in  real  estate 
loans,  the  level  of  troubled  real  estate  loans  declined  by  only  $824 
million,  indicating  that  real  estate  loan  portfolios  are  continuing  to 
experience  problems. 

The  level  of  reserves  set  aside  by  commercial  banks  to  cover 
losses  on  troubled  loans  equaled  nearly  80  percent  of  troubled  loans 
at  September  30,  1992,  their  highest  level  since  the  first  quarter 
of  1990.  Despite  this  apparently  more  conservative  valuation  of 
problem  loans,  as  I  indicated  in  the  earlier  discussion  on  the  ac- 
counting provisions  of  FDICIA,  we  remain  concerned  that  the  flexi- 
bility of  current  accounting  rules  enables  banks  to  overstate  asset 
values  and  understate  loss  reserves. 

Savings  banks  are  also  plagued  by  the  depressed  real  estate  mar- 
ket in  the  Northeast.  The  heavy  reliance  savings  banks  place  upon 
real  estate  lending,  coupled  with  depressed  real  estate  values  and 
reserving  for  problem  assets  at  levels  significantly  lower  than  those 
found  in  commercial  banks,  could  lead  to  significant  additional  fail- 
ures in  the  future. 

Recent  trends  in  bank  investment  decisions  brought  about  by  the 
current  low  interest  rate  environment  also  raise  concerns  about  a 
potential  future  problem.  Since  short-term  interest  rates  have  fall- 
en much  more  than  long-term  rates,  resulting  in  a  steep  yield 
curve,  banks  that  fund  longer  term  investment  securities  such  as 
Treasury  bonds  with  shorter  term  deposits  may  be  exposed  to  in- 
creased interest  rate  risk  if  not  properly  hedged.  Any  sudden  rise 
in  interest  rates  could  devalue  debt  security  portfolios,  and  could 
also  negatively  affect  the  favorable  interest  margins  that  have 
made  the  recent  profits  possible.  Low  interest  rates  have  also  re- 
sulted in  increased  market  values  for  banks'  investment  securities 
portfolios,  allowing  banks  to  realize  significant  gains  on  sales  of  se- 
curities. Commercial  banks  realized  gains  on  sales  of  investment 
securities  totaling  over  $3.2  billion  during  the  first  nine  months  of 
1992,  or  14  percent  of  industry  earnings. 

The  Current  Condition  of  the  Bank  Insurance  Fund 

In  June  1992,  we  testified  before  this  Committee  on  the  condition 
of  the  Bank  Insurance  Fund  and  the  results  of  our  audit  of  the 
Fund's  1991  financial  statements.^'*  At  that  time,  we  disclosed  that 
the  Fund  ended  1991  with  a  deficit  balance  of  $7  billion — the  first 
in  its  history.  This  deficit  was  the  culmination  of  four  consecutive 
years  of  net  losses  arising  from  the  resolution  of  historically  high 
levels  of  bank  failures.  Over  this  four  year  period,  the  Fund's  net 
losses  totaled  over  $25  billion,  and  depleted  a  Fund  balance  that, 
as  recently  as  December  31,  1987,  had  stood  at  $18.3  billion,  the 
highest  level  in  the  Fund's  history. 


^*  Condition  of  the  Bank  Insurance  Fund:  Outlook  Affected  By  Economic,  Accounting,  and  Reg- 
ulatory Issues,  (GAO/AFMD-92-10,  June  9,  1992). 
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Since  1989,  when  a  record  206  banks  failed,  the  number  of  bank 
failures  has  actually  declined  each  year,  falling  to  124  in  1991  and 
120  in  1992.  While  the  decrease  in  failures  is  encouraging,  the 
Fund  remains  particularly  vulnerable  to  the  failure  of  larger  banks. 
For  example,  of  the  $7.4  billion  in  estimated  costs  to  the  Fund  aris- 
ing from  the  124  banks  that  failed  in  1991,  $4.1  billion,  or  57  per- 
cent, was  attributable  to  the  failure  of  just  12  banks  with  assets 
in  excess  of  $1  billion.  During  1992,  this  trend  continued.  Of  the 
$4.3  billion  in  estimated  costs  to  the  Fund  arising  from  the  120 
banks  that  failed  during  the  year,  $2.6  billion,  or  about  60  percent, 
is  attributable  to  the  failure  of  just  10  banks  with  assets  in  excess 
of  $1  billion. 

As  we  disclosed  in  our  June  1992  testimony,  the  Fund  reported 
a  net  loss  of  $11.1  billion  in  1991.  This  loss  was  due  primarily  to 
FDIC's  recognition  in  1991  of  $15.5  billion  in  estimated  losses  for 
the  resolution  of  72  large  troubled  banks  containing  $113  billion  in 
assets  that  were  determined  by  FDIC  to  be  likely  to  fail  in  the  near 
future. ^^  The  higher  provisioning  for  future  losses  taken  in  1991 
was  primarily  due  to  the  fact  that  FDIC  revised  its  approach  for 
determining  what  triggers  the  recognizing  of  estimated  losses  for 
large  troubled  banks  on  the  Fund's  financial  statements.  In  addi- 
tion to  recording  estimated  losses  for  equity  insolvent  banks  ^^  as 
was  done  in  1990,  FDIC  recorded  losses  for  additional  troubled 
banks  that  reported  positive  equity  but  were  judged  to  more  likely 
than  not  require  resolution  in  the  near  future.  Most  of  these  banks 
were  located  in  the  Northeast,  and  had  excessive  concentrations  in 
real  estate  lending.  In  general,  these  banks  had  minimal  capital, 
excessive  levels  of  problem  assets,  and  earnings  trends  that,  if  con- 
tinued, would  lead  to  their  insolvency  in  the  near  future.  Addition- 
ally, several  of  these  banks  were  undergoing  supervisory  examina- 
tions, and  the  examiners  were  finding  serious  problems  not  re- 
flected in  these  banks'  financial  reports.  FDIC  determined  that, 
without  a  substantial  turnaround  in  their  operations  and  financial 
condition,  these  banks  would  more  likely  than  not  fail  in  the  near 
future.  In  support  of  the  methodology  used  by  FDIC,  we  pointed 
out  in  our  June  1992  testimony  before  this  committee  that  a  num- 
ber of  factors  can  affect  the  timing  of  actual  bank  failures.  These 
factors  include  changes  in  economic  conditions,  fluctuations  in  in- 
terest rates,  and  inflows  of  capital. 

The  Fund  ended  the  first  nine  months  of  its  1992  operations  with 
unaudited  net  income  of  $2.9  billion.  This  net  income  reduced  the 
Fund's  unaudited  deficit  to  $4.1  billion  at  September  30,  1992.  The 


^^  FDIC's  analysis  of  troubled  banks  for  purposes  of  recognizing  losses  on  the  Fund's  financial 
statements  consists  of  a  bank-by-bank  review  of  the  financial  condition  of  each  bank  reviewed 
with  assets  in  excess  of  $100  million.  FDIC  adjusts  its  estimates  quarterly  based  on  current  fi- 
nancial information  and  changing  conditions.  FDIC  also  estimates  losses  for  small  banks  (banks 
with  assets  less  than  $100  million)  based  on  historical  experience.  This  historical  experience  is 
used  to  establish  a  general  reserve  for  small  banks.  About  $500  million  was  established  as  a 
general  reserve  for  small  bank  failures  at  the  end  of  1991,  and  it  has  remained  unchanged. 

^^  Equity  insolvent  banks  are  banks  which  either  (1)  reported  negative  equity  capital  on  their 
quarterly  financial  reports  (call  reports)  filed  with  the  regulators,  or  (2)  reported  positive  equity 
capital  on  their  quarterly  call  reports,  but  had  levels  of  reserves  for  loan  losses  which  were  de- 
termined to  be  insufficient  to  cover  losses  inherent  in  their  loan  pwrtfolios  when  compared  to 
reserve  levels  reported  by  similar  banks  in  the  same  geographical  region.  When  these  banks' 
reserve  levels  were  increased  to  reflect  the  level  of  reserves  FDIC  deemed  necessary  to  cover 
loan  losses,  their  equity  capital  was  depleted,  resulting  in  their  insolvency. 
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Fund's  positive  results  of  operations  during  the  first  nine  months 
of  1992  is  largely  attributable  to  the  following  factors: 

•  The  Fund's  assessment  revenue  thus  far  in  1992  has  been  higher 
than  in  previous  years.  This  is  because  the  assessment  rate  of  23 
cents  per  $100  of  domestic  deposits  charged  to  institutions  for  in- 
surance coverage  in  1992  was  in  effect  for  the  entire  year  of  oper- 
ations. In  1991,  the  assessment  rate  in  effect  for  the  first  half  of 
the  year  was  19.5  cents. 

•  FDIC  recorded  additional  estimated  losses  from  troubled  banks 
of  only  $2,7  billion  for  the  Fund  during  the  first  nine  months  of 
1992.  This  is  because  (1)  relatively  few  additional  banks  beyond 
those  whose  losses  were  already  recognized  on  the  Fund's  1991 
financial  statements  were  identified  by  FDIC  as  insolvent  or 
more  likely  than  not  to  require  assistance  in  the  near  future,  and 
(2)  losses  have  been  significantly  lower  than  originally  estimated 
for  some  banks  that  failed  in  1992  for  which  losses  were  recorded 
on  the  Fund's  1991  financial  statements.  The  decline  in  loss  rates 
currently  being  experienced  by  FDIC  may  in  part  be  attributable 
to  the  increasing  willingness  on  the  part  of  bank  management  to 
provide  adequate  loss  reserves.  To  the  extent  loss  reserves  more 
accurately  reflect  the  extent  of  problems  in  banks'  loan  portfolios, 
losses  experienced  by  BIF  upon  the  resolution  of  troubled  banks 
could  be  substantially  lower  than  previously  experienced. 

Since  the  time  FDIC  recorded  the  estimated  losses  fi'om  troubled 
institutions  on  the  Fund's  1991  financial  statements,  of  the  72 
large  institutions  for  which  FDIC  recorded  estimated  losses,  48  did 
not  fail  during  1992.  These  banks,  with  $85  billion  in  assets  at  the 
time  FDIC  recorded  losses  for  them,  generally  have  shown  some 
improvement  in  their  reported  financial  condition.  These  improve- 
ments were  due  to  the  favorable  interest  rates  or,  in  some  cases, 
the  infusion  of  capital,  either  from  parent  holding  companies  or 
from  outside  parties.  Our  review  of  financial  information  in  1992 
showed  evidence  that  some  of  these  institutions  had  also  posted 
profits  from  sales  of  securities.  Because  of  these  conditions,  FDIC 
revised  its  estimates  of  when  these  institutions  are  likely  to  fail; 
the  revised  estimates  now  extend  into  1994.  FDIC  is  contmuing  to 
monitor  these  banks  closely  to  determine  whether  the  conditions  of 
some  of  those  banks  will  improve  sufficiently  so  as  to  remove  them 
from  the  Fund's  reserve  for  estimated  losses  from  future  resolu- 
tions. 

We  are  currently  reviewing  the  Fund's  estimated  liability  from 
troubled  banks  as  part  of  our  audit  of  the  Fund's  December  31, 
1992,  financial  statements.  We  will  not  be  prepared  to  offer  our 
view  on  adiustments  to  the  Fund's  estimated  losses  from  troubled 
banks  until  we  complete  our  financial  audit  for  1992.  While  short- 
term  profits  and  capital  infusions  can  improve  the  outlook  for  trou- 
bled banks,  they  will  not  eliminate  the  losses  imbedded  in  banks' 
asset  portfolios.  Nonetheless,  if  the  improving  trends  in  the  condi- 
tion of  those  and  other  banks  continue,  it  is  likely  that  the  decline 
in  BIF's  deficit  will  continue. 

Outlook  for  BIF 

Under  FDICIA,  FDIC  was  required  to  develop  a  recapitalization 
plan  for  the  Fund  that  results  in  the  Fund  achieving  a  ratio  of  re- 
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serves  to  insured  deposits  of  1.25  percent  by  not  later  than  15 
years  after  the  adoption  of  such  a  plan,  which  means  by  the  year 
2007.  Under  assumptions  formulated  by  FDIC  in  the  development 
of  its  most  recent  15  year  recapitalization  plan,  FDIC  projected 
that  the  Fund  would  incur  insurance  losses  totaling  $33  billion  be- 
tween 1993  and  1995.  (Of  these  estimated  losses,  $15.1  billion  had 
been  recorded  on  the  Fund's  unaudited  financial  statements  as  of 
September  30,  1992.)  FDIC's  plan  is  thus  consistent  with  an  expec- 
tation of  continued  high  levels  of  insurance  losses  due  to  the  weak- 
ened condition  of  a  significant  number  of  insured  banks,  continued 
weakness  in  real  estate  markets  (particularly  in  the  Northeast  and 
West),  and  an  increase  in  interest  rate  risk.  Under  this  plan,  costs 
to  the  Fund  from  bank  failures  were  estimated  to  decline  signifi- 
cantly after  1995,  although  FDIC  projected  that  the  Fund  would 
continue  to  incur  net  losses  until  1996,  and  would  not  achieve  a 
positive  Fund  balance  until  the  year  2000.  Based  on  the  assump- 
tions underlying  the  recapitalization  plan,  FDIC  projected  that  the 
Fund  would  achieve  its  designated  reserve  ratio  of  1.25  percent  by 
2006.  It  remains  to  be  seen  the  extent  to  which  recent  industry 
conditions  may  affect  the  rate  at  which  the  Fund  is  ultimately  re- 
built. 

In  considering  the  estimates  contained  in  the  recapitalization 
plan  and  its  underlying  assumptions,  it  should  be  noted  that  pro- 
jections about  future  events  such  as  bank  failures  and  related  costs 
are  subject  to  significant  uncertainties.  Assumptions  about  the  lev- 
els of  bank  failures,  growth  in  industry  assets  and  insured  depos- 
its, and  assessment  rates  over  a  15  year  period  are  subject  to  sig- 
nificant uncertainty  due  to  factors  which  do  not  readily  lend  them- 
selves to  prediction,  such  as  future  economic  developments,  contin- 
ued industry  consolidation,  and  the  impact  of  the  implementation 
of  the  reforms  contained  in  FDICIA.  In  addition,  the  current  flexi- 
bility in  accounting  rules,  until  corrected,  increases  the  risk  that 
problems  confronting  banks  may  not  be  adequately  reflected  in 
their  financial  reports.  We  would  hope  that  the  implementation  of 
FDICIA — including  prompt  corrective  action  and  improved  account- 
ing rules — will  result  in  owners  and  managers  of  many  troubled  in- 
stitutions being  able  to  turn  their  institutions  around  or  sell  them 
while  value  remains. 

BIF  Recapitalization 

As  I  mentioned  above,  an  adequately  capitalized  insurance  fiind 
is  essential  for  maintaining  the  credibility  of  the  deposit  insurance 
system  and  the  reforms  contained  in  FDICIA.  FDICIA  increased 
FDIC's  authority  to  borrow  funds  to  cover  both  losses  and  working 
capital  needs  for  resolving  troubled  institutions.  The  act  increased 
to  $30  billion  FDIC's  authority  to  borrow  funds  from  the  Treasury. 
The  proceeds  may  be  used  by  BIF  and  SAIF  to  resolve  troubled  in- 
stitutions. However,  the  act  requires  FDIC  to  recover  these  funds 
through  premium  assessments  charged  to  insured  institutions.  The 
act  also  provides  authority  for  FDIC  to  borrow  funds  for  working 
capital  but  contains  a  formula  that  limits  the  amount  of  outstand- 
ing working  capital  borrowing.  Working  capital  funds  are  to  be  re- 
paid primarily  from  management  and  disposition  of  assets  acquired 
from  failed  financial  institutions. 
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The  adequacy  of  the  funding  provided  by  the  act  to  deal  with  the 
Fund's  exposure  to  losses  from  troubled  banks  is  subject  to  numer- 
ous uncertainties.  FDIC's  ability  to  repay  working  capital  borrow- 
ing is  dependent  on  its  ability  to  collect  anticipated  recoveries  from 
the  management  and  disposition  of  failed  bank  assets.  Actual  re- 
coveries depend  on  current  and  future  economic  and  market  condi- 
tions. To  the  extent  recoveries  fall  short  of  expectations,  additional 
loss  funds  may  be  needed  to  cover  the  shortfall.  However,  as  of 
March  31,  1992,  FDIC  had  borrowed  about  $12  billion  from  the 
Federal  Financing  Bank  for  BIF's  working  capital  needs,  and  we 
estimate  that  future  net  recoveries  from  BIF's  March  31,  1992  in- 
ventory of  failed  bank  assets  will  be  about  $22.5  billion. 

In  addition,  as  we  have  stated  previously,  the  Fund's  long-term 
exposure  to  losses  from  troubled  institutions  cannot  be  estimated 
precisely.  Although  the  $30  billion  in  loss  Funds  appears  sufficient 
at  this  time,  if  actual  bank  failures  greatly  exceed  projections,  the 
Fund  could  need  additional  funding.  The  adequacy  of  the  $30  bil- 
lion may  also  depend  on  the  condition  of  the  thrift  industry  and  its 
implications  for  SAIF,  as  I  will  explain  in  a  moment. 

Consistent  with  its  responsibility  to  recapitalize  the  Bank  Insur- 
ance Fund,  and  one  year  ahead  of  its  requirement  under  the 
FDICIA,  FDIC  has  implemented  a  risk-based  premium  system  for 
1993.  Under  this  system,  weaker,  riskier  institutions  are  required 
to  pay  more  for  insurance  coverage  than  stronger,  well-run  and 
well-capitalized  institutions.  Such  a  system  provides  for  a  more  eq- 
uitable sharing  of  the  burden  within  the  industry,  as  well-run  insti- 
tutions will  pay  less  for  insurance  coverage.  It  also  provides  an  in- 
centive for  poorly-run  institutions  to  improve  their  operations. 

Under  FDIC's  risk-based  premium  system,  assessments  range 
from  23  cents  to  31  cents  per  $100  of  domestic  deposits.  The  exact 
rates  vary  from  institution  to  institution  depending  upon  capital 
level  and  the  regulator's  evaluation  of  the  institution's  health. 
FDIC  estimates  that  the  average  assessment  rate  charged  to  in- 
sured banks  under  this  system  in  1993  will  be  25.4  cents.  This  rep- 
resents an  increase  of  10  percent  over  the  flat  rate  of  23  cents  per 
$100  of  domestic  deposits  charged  to  all  insured  banks  in  1992, 
and,  as  such,  represents  an  increase  in  the  Fund's  available  fund- 
ing sources.  This  assessment  is  expected  to  bring  in  over  $6  billion 
in  revenues  during  1993.  FDIC  plans  to  monitor  relevant  develop- 
ments on  an  ongoing  basis  and  consider  revising  the  assessment 
rates  as  conditions  warrant. 

If  BIF  were  already  at  its  statutory  reserve  ratio  of  1.25  percent 
of  insured  deposits,  it  would  have  reserves  of  about  $24  billion  in- 
stead of  a  $4  billion  deficit.  We  believe  it  is  important  that  the 
Fund's  reserves  be  replenished  and  brought  up  to  the  statutory 
standard  as  expeditiously  as  possible  in  view  of  the  uncertainties 
that  may  ultimately  impact  the  asset  recovery  values,  costs  from 
future  resolution  activity,  and  the  level  of  loss  funds  that  will  actu- 
ally be  available  to  the  Fund.  The  last  several  years  have  shown 
that  unexpected  events  such  as  economic  downturns,  and  their  re- 
sulting impact  on  the  banking  industry  can  quickly  lead  to  signifi- 
cant bank  failures  and  rapidly  deplete  reserve  levels  once  consid- 
ered to  be  sufficient.  There  is  no  empirical  formula  to  show  that 
the  designated  reserve  ratio  of  1.25  percent  will  sufficiently  capital- 
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ize  the  Fund  and  enable  it  to  deal  with  existing  and  future  expo- 
sure to  losses.  However,  it  is  a  target  that  should  be  achieved 
through  industry  assessments  to  avoid  further  borrowing  from  the 
taxpayers  to  finance  losses  from  financial  institution  failures. 

The  Thrift  Industry,  SAIF,  RTC  Funding,  and  the 
Implications  for  BIF 

As  you  know,  the  thrift  industry  has  continued  to  shrink  over  the 
past  year  and,  as  I  will  discuss  shortly,  there  is  evidence  that  the 
healthy  portion  of  the  industry  continues  to  show  gradual  improve- 
ment. However,  it  is  not  clear  for  how  long  these  trends  will  con- 
tinue. Also,  bailed  thrifts  continue  to  operate  because  RTC  does  not 
have  the  funds  necessary  to  close  them.  In  addition,  about  20  per- 
cent of  the  industry's  assets — $171  billion — are  in  institutions  still 
considered  by  OTS  to  be  troubled.  Finally,  the  insurance  system  for 
thrifts  that  is  guaranteeing  nearly  $700  billion  in  deposits  is  seri- 
ously underfunded.  To  address  these  problems,  the  Congress  needs 
to  provide  RTC  with  the  $25  billion  it  has  requested  to  handle  in- 
stitutions now  in  conservatorship  and  those  OTS  expects  to  trans- 
fer to  RTC's  control  before  October  1993.1"^ 

Thrift  industry  data  through  September  30,  1992,  indicate  that 
the  condition  of  the  industry  as  a  whole  has  shown  gradual  im- 
provement over  the  past  two  years.  The  quarter  ending  September 
30,  1992,  was  the  seventh  consecutive  profitable  quarter  for  the  in- 
dustry. Through  the  first  nine  months  of  1992,  nearly  93  percent 
of  federally  insured  thrifts  were  profitable,  compared  to  approxi- 
mately 85  percent  in  the  previous  year.  From  September  30,  1991, 
through  September  30,  1992,  the  number  of  thrifts  declined  by  9 
percent  to  1954  institutions.  Industry  assets  also  declined  by  9  per- 
cent to  $827  billion.  As  a  result  of  earnings  improvement,  thrift 
failures,  and  infusion  of  some  additional  capital,  the  thrift  indus- 
try's capital  position  improved  significantly.  The  industry's  ratio  of 
tangible  capital  to  adjusted  assets  at  September  30,  1992,  equaled 
6  percent;  at  September  30,  1991,  this  ratio  equaled  4.6  percent. 

Though  the  thrift  industry  as  a  whole  has  shown  improvement 
in  its  overall  condition,  the  exposure  facing  the  federal  government 
from  its  insurance  obligations  is  still  significant.  On  September  30, 
1992,  the  Office  of  Thrift  Supervision  (OTS)  classified  2  percent  of 
the  1,954  private  sector  thrifts  as  having  a  high  probability  of  fail- 
ure. These  institutions  held  assets  totaling  $39  billion,  or  5  percent 
of  total  industry  assets.  OTS  classified  another  16  percent  of  the 
private  sector  thrifts  as  troubled  thrifts  with  poor  earnings  and 
minimal  capital  at  September  30,  1992.  These  institutions  held  as- 
sets totaling  $171  billion,  or  20  percent  of  total  industry  assets. 


^^SAIF  was  established  by  the  Financial  Institutions  Reform,  Recovery,  and  Enforcement  Act 
of  1989  (FIRREA)  to  insure  the  deposits  of  federally  insured  savings  associations  (thrifts)  and 
thrift  deposits  acquired  by  banks  under  section  5(dX3)  of  the  Federal  Deposit  Insurance  Act. 
FIRREA  also  established  RTC  to  resolve  troubled  thrifts  whose  accounts  had  been  insured  by 
the  Federal  Savings  and  Loan  Insurance  Corporation  (FSLIC),  and  that  had  been,  or  will  be, 
placed  into  conservatorship  or  receivership  from  January  1,  1989  through  August  8,  1992.  The 
Resolution  Trust  Corporation  Refinancing,  Restructuring,  and  Improvement  Act  of  1991,  enacted 
on  December  12,  1991,  extended  RTC's  resolution  authority  to  thrifts  placed  into  conservator- 
ship or  receivership  through  September  30,  1993.  In  addition,  the  act  provides  that  any  thrift 
requiring  resolution  after  September  30,  1993,  which  had  previously  been  under  RTC 
conservatorship  or  receivership,  may  be  resolved  by  RTC. 
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Through  December  14,  1992,  RTC  had  closed  653  thrifts  with  as- 
sets totaHng  about  $216  bilHon  at  the  time  of  resolution  at  an  esti- 
mated cost  of  $84  billion.  RTC  had  another  81  institutions  in 
conservatorship  at  that  date,  with  assets  of  about  $40  billion.  Addi- 
tionally RTC  estimates  that  it  will  receive  at  least  another  60  to 
90  thrifts,  with  assets  ranging  from  $41  to  $47  billion,  from  OTS 
for  resolution  before  RTC's  authority  to  take  control  of  additional 
thrifts  expires  on  September  30,  1993. 

To  date,  RTC  has  been  provided  with  $105  billion  to  cover  losses 
associated  with  its  resolution  responsibilities.^®  However,  RTC  re- 
turned $18.3  billion  to  the  Treasury  in  April  1992,  when  its  most 
recent  appropriation  became  unavailable  for  new  obligations.  There 
have  been  only  two  thrift  resolutions  since  April.  To  resolve  those 
institutions  currently  in  conservatorship  and  handle  the  resolution 
of  at  least  the  60  to  90  additional  thrifts  expected  to  be  transferred, 
RTC  estimates  that  it  will  need  another  $25  billion  in  loss  funds, 
bringing  the  total  costs  incurred  by  RTC  from  thrift  resolutions  to 
between  $110  billion  and  $115  bilHon. 

Assuming  its  projections  are  correct,  the  additional  $25  billion  in 
loss  funds  will  allow  RTC  to  carry  out  its  resolution  responsibilities 
through  September  30,  1993.  RTC  has  stated  that  if  Congress  and 
the  new  Administration  take  prompt  action  on  funding,  it  will  be 
able  to  finish  resolving  troubled  thrifts  by  the  end  of  1993.  If  fund- 
ing is  not  provided,  RTC  will  not  be  able  to  complete  its  resolution 
responsibilities,  leaving  SAIF  with  a  backlog  of  troubled  thrifts 
awaiting  resolution.  Additionally,  like  troubled  banks,  the  actual 
number  and  timing  of  thrift  failures  is  difficult  to  predict  accu- 
rately. To  the  extent  favorable  interest  rates  act  to  delay  but  not 
to  avoid  thrift  failures,  responsibility  for  resolving  these  troubled 
thrifts,  and  the  associated  costs,  will  be  borne  by  SAIF. 

Present  law  provides  SAIF  with  too  primary  revenue  sources — 
insurance  assessments  and  Treasury  payments — that  may  be  used 
for  resolution  activity.  To  the  extent  that  insurance  assessments 
deposited  in  SAIF  do  not  total  $2  billion  a  year.  Treasury  is  re- 
quired to  fund  the  difference  for  each  fiscal  year  from  1993  through 
2000  with  funds  appropriated  for  that  purpose.  Assuming  funds  are 
appropriated,  SAIF  will  have  at  least  $16  billion  in  either  assess- 
ment income  or  Treasury  payments  during  this  8-year  period. 
Treasury  is  also  required  to  make  annual  payments,  out  of  appro- 
priated funds,  as  necessary  to  ensure  that  SAIF  has  a  specified  net 
worth,  ranging  from  zero  during  fiscal  year  1992  to  $8.8  billion 
during  fiscal  year  2000.  Under  the  FDI  Act,  SAIPs  minimum  net 
worth  is  required  to  be  maintained  at  $1  billion  during  fiscal  year 
1993,  and  $2.1  billion  during  fiscal  year  1994.  The  cumulative 
amounts  of  the  net  worth  payments  cannot  exceed  $16  bjllion.  The 
FDI  Act  authorizes  funds  to  be  appropriated  to  the  Secretary  of  the 
Treasury  for  purposes  of  these  payments.  As  of  this  date,  however, 
none  of  these  funds  have  been  appropriated. 

As  of  September  30,  1992,  SAIF  had  an  unaudited  fund  balance 
of  $195  million.  SAIF  is  not  expected  to  have  a  substantial  fund 


^^FIRREA  provided  RTC  with  $50  billion  in  August  1989.  The  Resolution  Trust  Corporation 
Funding  Act  of  1991  provided  an  additional  $30  billion  in  March  1991.  The  Resolution  Trust 
Corporation  Refinancing,  Restructuring,  and  Improvement  Act  of  1991  provided  another  $25  bil- 
lion in  December  1991,  but  it  was  only  available  for  obligation  until  April  1,  1992. 
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balance  by  September  30,  1993,  when  it  assumes  responsibility  for 
the  resolution  of  troubled  thrifts.  If  SAIF  incurs  costs  from  resolv- 
ing troubled  thrifts  which  exceed  its  other  funding  sources,  FDIC 
may  be  forced  to  use  some  of  the  $30  billion  in  borrowing  authority 
provided  under  FDICIA  to  cover  SAIF's  losses.  This,  in  turn,  would 
have  to  be  repaid  by  SAIF-insured  thrifts  and  would  reduce  the 
level  of  loss  funds  available  to  BIF. 

Credit  Availability  and  Regulatory  Burden 

Although  FDICIA  should  be  effective  in  reducing  insurance  fund 
losses,  concerns  have  been  raised  that  it  is  having  the  undesirable 
side  effects  of  restricting  bank  lending  and  of  adding  to  the  costly 
burden  of  regulation  on  the  industry.  I  believe  the  Committee  will 
find  that  close  examination  of  these  important  concerns  shows  that 
vigorous  implementation  of  the  safety  and  soundness  provisions  of 
FDICIA  is  consistent  with  efforts  to  strengthen  the  economy  and 
streamline  the  regulatory  process. 

Strong  Banks  are  Needed  to  Support  the  Economy 

Credit  supplied  by  the  banking  system  is  an  essential  element  in 
a  sound  economy.  For  that  reason,  many  have  been  concerned  that 
for  over  two  years  there  have  been  extensive  reports  in  the  press 
and  elsewhere  of  a  nationwide  shortage  of  business  credit.  This 
condition  is  commonly  referred  to  as  a  "credit  crunch."  The  term 
credit  crunch  has  been  traditionally  used  to  describe  a  limited  sup- 
ply of  loanable  funds  compared  to  the  demand  for  credit.  This  con- 
dition has  existed  in  the  past  when  higher  interest  rates  available 
elsewhere  took  deposits  away  from  banks.  In  the  present  case,  how- 
ever, the  reported  credit  shortage  is  being  ascribed  to  a  reluctance 
to  lend  on  the  part  of  institutions  that  are  highly  liquid. 

As  evidence  that  regulation  has  contributed  to  shutting  off  the 
supply  of  credit  to  the  economy,  some  have  cited  the  fact  that  com- 
mercial and  industrial  loans  outstanding  have  decreased  to  some 
extent  in  the  past  year  or  so,  while  bank  investments  in  U.S.  gov- 
ernment securities  have  grown  to  the  point  that,  for  the  first  time 
in  27  years,  they  exceed  the  level  of  commercial  and  industrial 
loans.  This  is  said  to  be  caused  in  part  by  the  fact  that  some  banks 
are  being  forced  to  shrink  their  loan  portfolios  in  order  to  meet 
their  risk-based  capital  requirements.  Also,  it  has  been  asserted 
that  bank  regulators  have  intimidated  banks  about  new  risk  tak- 
ing, even  to  the  point  that  creditworthy  borrowers  are  being  turned 
away. 

I  do  not  doubt  for  a  minute  the  anecdotal  evidence  that  some  bor- 
rowers have  had  difficulties  in  obtaining  loans.  Indeed,  this  would 
be  expected  in  light  of  the  many  bank  failures  that  have  occurred, 
the  large  number  of  problem  banks  that  exist,  and  evidence  from 
periodic  Federal  Reserve  surveys  that  banks  tightened  their  credit 
standards  during  1990  and  1991.  Difficulty  in  obtaining  loans 
would  be  especially  likely  for  some  types  of  real  estate  loans,  where 
a  large  portion  of  the  banking  industry's  problem  assets  are  still 
concentrated.  After  the  trauma  of  years  of  bad  loan  performance, 
it  would  be  easy  to  understand  if  at  least  some  bank  examiners 
and  individual  loan  officers  were  gun  shy  about  new  credits. 
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I  question,  however,  the  claims  of  many  critics  that  efforts  to  im- 
prove the  safety  and  soundness  of  the  banking  industry  somehow 
work  against  efforts  to  strengthen  the  economy.  The  critics  would 
have  a  point  if  it  were  true  that  provisions  in  FDICIA  and  else- 
where somehow  cut  off  the  ability  of  banks  to  make  loans  to  credit- 
worthy borrowers,  but  this  is  not  the  case.  As  I  have  indicated  ear- 
lier, even  with  respect  to  character  loans  for  small  businesses,  all 
that  FDICIA  would  require  is  that  the  bank  making  such  loans 
have  policies  and  procedures  that  recognize  and  control  for  the  in- 
herent risks  of  such  lending. 

Many  important  factors  besides  supervision  and  regulation  affect 
the  supply  and  demand  for  bank  loans.  Although  the  role  that  bank 
regulation  has  recently  played  in  influencing  credit  flows  cannot  be 
precisely  measured,  regulatory  agencies  have  not  demonstrated 
that  FDICIA  or  other  safety  and  soundness  regulations  have  un- 
duly restricted  bank  lending  looking  at  the  nation  as  a  whole.  To 
be  sure,  many  small  businesses — a  group  that  is  of  particular  con- 
cern because  they  are  the  source  of  so  much  employment  in  this 
country — ^have  no  doubt  experienced  problems  if  their  bank  has 
failed  or  if  they  are  located  in  an  area  such  as  New  England,  where 
numerous  banks  may  have  been  marginally  capitalized.  However, 
a  1992  survey  of  thousands  of  small  businesses  conducted  on  behalf 
of  the  National  Federation  of  Independent  Business  did  not  show 
any  unusual  or  widespread  lack  of  credit  availability  to  small  busi- 
nesses, nor  do  Federal  Reserve  surveys  of  banks  show  a  reluctance 
to  lend  to  creditworthy  borrowers. 

We  are  persuaded  that  it  is  unfair  to  blame  FDICIA  (which  was 
adopted  just  over  a  year  ago,  some  time  after  the  credit  crunch 
issue  was  raised)  or  safety  and  soundness  regulation  in  general,  for 
perceived  credit  availability  problems.  The  evidence  is  too  strong 
that  other  factors  have  been  dominating  the  picture.  These  factors 
include: 

•  Low  demand  for  commercial  loans  which  is  typical  of  economic 
recessions.  Joan  demand  has  been  reported  by  many  observers, 
including  the  Federal  Reserve  Chairman,  to  be  by  far  the  most 
important  factor  influencing  the  level  of  commercial  loans  at 
banks; 

•  The  deleveraging  of  corporate  borrowers,  as  well  as  the  banks 
themselves,  in  correcting  the  excessive  reliance  on  debt  in  the 
1980s; 

•  Higher  standards  for  real  estate  loans  have  been  put  into  effect 
by  numerous  institutions.  Surely,  the  disastrous  experiences  of 
many  banks  and  thrifts  with  this  type  of  lending  in  the  1980s 
called  for  higher  standards;  and 

•  Continued  loss  of  the  market  share  of  banks  in  commercial  lend- 
ing because  of  competition  from  finance  companies,  commercial 
paper,  and  other  credit  sources. 

In  addition,  because  of  the  federal  deficit,  the  amount  of  market- 
able Treasury  debt  outstanding  has  increased  by  more  than  $700 
billion  in  the  last  3  years.  Most  of  this  had  to  be  financed  out  of 
the  nation's  savings  pool,  and,  given  the  state  of  the  economy  and 
the  steep  yield  curve  that  currently  exists,  it  would  be  expected 
that  a  significant  portion  would  show  up  in  the  banking  system. 
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The  most  pressing  matter  for  this  Committee,  of  course,  is  what 
should  be  done  now.  Should  regulation  be  relaxed  in  order  to  spur 
on  the  economy? 

Looking  forward,  we  can  ask  whether  the  current  lack  of  an  in- 
terest rate  risk  component  to  the  Basle  capital  standards  and  the 
zero  capital  requirement  for  Treasury  securities  may  provide  inap- 
propriate incentives  for  banks  to  invest  in  securities  rather  than  in 
loans.  Nonetheless,  the  current  system  of  bank  regulation  as  a 
whole  does  not  undermine  the  economic  incentive  for  a  bank  to 
make  sound  loans.  Most  banks  have  considerably  more  capital  than 
the  regulatory  minimums,  so  that,  with  some  exceptions,  capital  is 
not  a  binding  constraint.  Much  has  been  made  of  the  earnings 
banks  have  made  from  investing  in  securities  in  the  current  inter- 
est rate  environment  that  is  characterized  by  a  steep  yield  curve. 
Nonetheless,  for  most  banks,  loans  remain  good  investments  if  they 
meet  sound  underwriting  standards  and  are  priced  correctly.  Com- 
pared to  Treasury  securities,  loan  yields  are  higher,  are  less  vul- 
nerable to  interest  rate  risk,  and  have  the  potential  to  be  part  of 
a  larger  commercial  relationship  that  will  benefit  the  bank. 

Since  most  banks  have  the  capital  and  incentive  to  make  loans, 
what  is  to  be  gained  by  relaxing  safety  and  soundness  standards? 
From  all  available  evidence,  the  amount  of  capital  that  the  regu- 
lators require  to  be  held  against  loans  is  certainly  not  excessive 
compared  to  the  risks  involved — in  fact,  it  is  below  the  amount  of 
capital  that  unregulated  entities  such  as  finance  companies  have  to 
hold  in  order  to  attract  market  funding  to  make  such  loans.  Relax- 
ing the  existing  capital  standards  would  unfortunately  invite  mar- 
ginally capitalized  banks  to  expand  their  lending.  Similarly,  relax- 
ing underwriting  standards  or  having  bank  examiners  look  the 
other  way  would  invite  a  return  to  the  time  when  too  many  banks 
appeared  to  be  more  concerned  with  getting  the  money  out  the  door 
than  with  the  chances  of  getting  it  back  again.  Banks  must  take 
risks,  but  the  risks  must  be  prudently  managed.  The  economy  was 
not  well  served  by  all  of  the  vacant  office  buildings  and  other  poor 
investments  financed  by  poorly  managed,  weak  banks. 

Rather  than  moving  away  from  the  risk-based  capital  standards, 
we  would  urge  that  the  regulators  continue  to  broaden  the  capital 
standards  to  reflect  the  full  range  of  risks  that  banks  face.  In  par- 
ticular, we  support  efforts  underway  by  U.S.  regulators  and  their 
counterparts  from  other  nations  to  measure  interest  rate  risk  in  an 
appropriate  manner  and  to  adjust  required  bank  capital  accord- 
ingly. 

On  balance,  I  think  that  Congress,  the  Administration  and  the 
financial  regulators  should  exercise  great  caution  in  considering 
short  term  measures  to  encourage  more  liberal  lending  practices  by 
insured  institutions.  While  banks  have  made  good  progress  in  the 
past  several  months,  they  continue  to  have  relatively  large 
amounts  of  problem  assets  compared  to  earlier  times.  A  relapse 
would  be  extremely  unfortunate.  Over  time,  a  healthy  banking  in- 
dustry is  the  best  support  for  the  economy,  and  it  would  be  foolish 
in  my  opinion,  to  attempt  to  periodically  weaken  and  tighten  bank 
regulation  in  response  to  recession  and  inflation.  Had  the  banking 
system  not  dissipated  its  capital  in  the  1980s  by  making  so  many 
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bad  loans,  it  would  have  been  better  able  to  handle  some  of  the 
problems  encountered  in  this  recession. 

Reducing  Regulatory  Burden  Must  Not  be  Achieved  at  the 
Expense  of  Safety  and  Soundness 

With  the  passage  of  FDICIA,  complaints  from  banks  and  thrifts 
about  regulatory  burden  have  become  much  more  intense.  These 
complaints  should  be  considered  and  reviewed  carefully,  in  an  as- 
sessment that  considers  both  the  costs  of  regulation  and  the  bene- 
fits to  the  industry,  consumers,  and  the  taxpayers.  I  would  like  to 
offer  several  comments  regarding  what  is  meant  by  the  concept  of 
burden  and  the  issues  involved.  In  addition  I  would  like  to  high- 
light some  opportunities  for  reducing  burden,  particularly  in  the 
area  of  simplifying  the  regulatory  structure. 

At  the  request  of  this  Committee,  we  are  presently  evaluating 
studies  of  regulatory  burden  that  have  been  conducted  by  bank  and 
thrift  industry  groups  and  the  regulatory  agencies.  Industry  stud- 
ies are,  for  the  most  part,  opinion  surveys  that  provide  extensive 
lists  of  issues  causing  concern  among  bankers,  including  issues  like 
bank  secrecy  reporting,  community  reinvestment  requirements, 
truth-in-lending  provisions,  and  accounting  and  auditing  require- 
ments. These  studies  concentrate  on  the  costs  of  such  regulation 
without  recognizing  that  there  are  benefits  related  to  bank  or  thrift 
charters. 

Agency  studies,  on  the  other  hand,  are  limited  to  those  issues 
that  regulators  can  address,  like  reporting  requirements  or  regu- 
latory requirements  beyond  those  spelled  out  in  the  law.  Agency  of- 
ficials have  advised  us  that  they  are  taking  steps  to  implement 
changes  that  are  within  their  control;  however,  they  have  also  indi- 
cated that  they  do  not  expect  those  changes  will  significantly  re- 
duce the  overall  burden  on  banks.  The  regulators'  efforts  to  reduce 
burden  within  their  purview,  including  coordinating  among  them- 
selves and  their  state  counterparts  to  minimize  duplication,  should 
be  applauded  and  encouraged.  Even  so,  from  a  structural  stand- 
point, banks  still  must  deal  with  multiple  regulatory  agencies  as 
well  as  FDICIA-related  increased  oversight  from  external  auditors, 
directors,  and  audit  committees.  In  implementing  FDICIA,  particu- 
larly provisions  like  those  related  to  corporate  governance  and  ac- 
counting and  auditing,  the  regulators  should  work  closely  with  both 
the  public  accounting  and  banking  industries  to  ensure  those  re- 
sponsible for  bank  oversight  have  carefully  defined  roles  that  com- 
plement rather  than  duplicate  one  another. 

To  place  the  issue  of  regulatory  burden  in  perspective,  it  is  nec- 
essary to  recognize  that,  by  their  nature,  depository  institutions  are 
going  to  be  suDJect  to  a  considerable  amount  of  regulation,  with  its 
associated  costs.  The  costs  include  deposit  insurance  premiums, 
maintaining  interest  free  reserves  at  Federal  Reserve  banks,  and 
paying  for  the  costs  of  bank  examinations.  In  our  system,  banks 
also  must  bear  the  costs  of  complying  with  other  laws  and  regula- 
tions concerning  such  areas  as  money  laundering,  community  rein- 
vestment, and  consumer  protection. 

These  regulatory  costs  associated  with  a  bank  charter  are  not, 
however,  without  some  substantial  benefits.  Taken  as  a  whole,  the 
regulatory   structure   applicable   to   depository   institutions   is   de- 
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signed  to  benefit  the  public  by  providing  industry  stability,  protec- 
tion of  funds,  and  availability  of  service.  In  addition,  the  system 
has  provided  many  benefits  to  the  institutions  themselves.  These 
benefits  include  the  right  to  raise  insured  deposits,  access  to  the 
Federal  Reserve's  discount  window,  and  protection  from  competi- 
tion. These  benefits  have  also  allowed  banks  to  operate  with  lower 
amounts  of  equity  capital  than  markets  would  otherwise  require. 

From  the  point  of  view  of  many  banks,  I  suspect  that  the  balance 
between  regulatory  benefits  and  costs  appears  to  have  shifted  unfa- 
vorably ink  recent  years.  The  cumulative  impact  of  additional  regu- 
lation, including  that  associated  with  FDICIA,  no  doubt  accounts 
for  many  of  the  complaints  that  are  now  forthcoming.  Thus,  deposit 
insurance  premiums  have  increased,  the  cost  of  bank  examinations 
has  increased,  requirements  such  as  truth  in  savings  have  been 
added,  and  banks  are  no  longer  as  well  protected  from  competition. 
Indeed,  restrictions  on  what  banks  can  do  in  the  way  of  branching 
and  product  lines — once  part  of  the  safety  net  that  protected  banks 
by  keeping  others  out  of  banking — are  now  also  viewed  by  some 
elements  of  the  industry  as  limitations  on  banks  that  make  them 
less  competitive. 

-  There  is  no  question  that  FDICIA  has  increased  the  amount  of 
regulation  that  exists  in  the  banking  industry,  and  we  should  be 
sensitive  to  the  industry's  concern  over  unnecessary,  inefficient,  or 
inappropriate  requirements.  FDICIA  requires  many  changes  and  it 
is  not  surprising  that  there  are  complaints.  I  would  urge  Congress 
to  listen  carefully  to  what  the  industry  and  the  regulators  say 
about  implementation,  for  in  implementing  such  a  complicated  law 
there  may  be  ways  to  do  some  things  better  or  more  efficiently. 
However,  as  I  have  described  in  this  testimony,  corporate  govern- 
ance, market  discipline,  and  regulatory  oversight  all  failed  to  pre- 
vent huge  losses  in  thousands  of  failed  depository  institutions.  Tax- 
payers put  up  billions  of  dollars  to  cover  losses  in  the  thrift  indus- 
try and  have  now  lent  money  to  support  BIF.  Given  these  develop- 
ments, the  safety  and  soundness  regulations  contained  in  FDICIA 
are  essential  to  preserve  the  public's  confidence  in  depository  insti- 
tutions. 

Although  FDICIA  has  some  up  front  costs,  all  of  its  provisions 
are  not  in  the  direction  of  making  it  harder  for  banks  to  make  a 
living.  If  FDICIA  is  properly  implemented,  the  burden  on  healthy 
banks  should  be  reduced  as  their  deposit  insurance  premiums  drop 
because  they  no  longer  have  to  pick  up  so  many  large  bills  for  prob- 
lem banks.  Furthermore,  FDICIA  has  also  made  important  steps  in 
making  distinctions  between  banks  depending  upon  how  well  cap- 
italized and  managed  they  are.  The  greatest  burden  of  new  regula- 
tions— such  as  those  concerning  operational  and  managerial  stand- 
ards in  section  132  of  the  act — will  fall  principally  on  weakly  man- 
aged, poorly  capitalized  banks  that  do  not  already  have  such  stand- 
ards. Banks  that  are  successful  in  adopting  risk  management  sys- 
tems in  compliance  with  the  act's  mandate  are  likely  to  benefit  by 
a  reduction  in  loan  losses — the  major  item  responsible  for  the  poor 
earnings  of  the  industry  in  previous  years.  In  addition,  the  act  pro- 
vides for  risk-based  insurance  premiums  for  the  first  time,  and  ap- 
plies certain  restrictions  such  as  those  on  brokered  deposits  only  to 
those  institutions  that  are  not  well  capitalized.  More  progress  in 
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the  direction  of  making  distinctions  between  well-capitalized,  well 
managed  institutions  would  be  desirable  and  represents  an  impor- 
tant area  for  Congressional  oversight. 

During  this  testimony,  I  have  frequently  noted  that  FDICIA  es- 
sentially calls  for  encouragement  of  prudent  banking  practices.  It 
is  worth  remembering  that,  although  the  losses  and  mistakes  of 
troubled  banks  received  many  headlines  in  recent  years,  all  along 
a  significant  number  of  banks  have  remained  prudently  managed, 
profitable,  and  well-capitalized.  Moreover,  even  before  FDICIA,  a 
number  of  banks  that  had  slipped  into  less  prudent  practices  in  the 
1980s  began  to  correct  their  own  internal  deficiencies.  Among  other 
factors,  we  can  thank  market  forces  for  this,  as  falling  stock  prices 
and  more  costly  funding  reminded  smarter  managers  that  unsafe 
and  unsound  policies  would  not  work  for  the  long  term.  In  essence, 
FDICIA  directs  regulators  to  bring  the  rest  of  the  industry  back  to 
prudent  banking  practices,  and  to  ensure  that  well-run  banks  do 
not  backslide. 

Looking  ahead,  I  want  to  emphasize  again  that  we  cannot  afford 
to  let  concerns  with  regulatory  burden  impede  efforts  to  achieve  ef- 
fective safety  and  soundness  regulation.  Banking,  like  other  finan- 
cial industries,  is  getting  more  diverse  and  complex,  as  a  result  of 
such  factors  as  technological  advances,  competitive  forces, 
globalization  of  markets,  and  increasing  customer  sophistication. 
We  must  make  every  effort  to  try  to  be  sure  that  the  way  we  regu- 
late and  supervise  banks  keeps  up  with  this  changing  world. 

The  need  for  vigilance  is  evident  in  interest  rate  swaps  and  other 
derivative  products.  Today  our  major  banks  are  significant  players 
in  markets  in  which  large  volumes  of  such  products  are  traded 
daily.  To  minimize  the  chances  that  developments  in  these  markets 
do  not  damage  the  U.S.  banking  system,  we  must  not  only  look  to 
what  the  U.S.  bank  regulators  do.  We  also  need  to  be  concerned 
with  the  regulation  of  banks  and  securities  firms  around  the  world. 
As  the  Committee  is  aware,  we  are  conducting  a  major  study  of  de- 
rivative products  and  look  forward  to  further  discussions  of  this  im- 
portant topic. 

I  mentioned  earlier  there  are  opportunities  for  reducing  regu- 
latory burden  by,  among  other  things,  considering  ways  to  simplify 
the  regulatory  structure.  Today  a  banking  organization  may  be 
subject  to  regulation  of  three  federal  banking  agencies — for  its 
holding  company,  state,  and  nationally  chartered  banks — as  well  as 
by  agencies  of  the  states  in  which  it  does  business.  Most  of  the  evi- 
dence that  we  have  seen  suggests  that  these  larger  banking  organi- 
zations are  centrally  managed  in  most  essential  respects;  therefore, 
one  regulator  could  conceivably  perform  the  examination  of  the  en- 
tire operation.  I  fully  recognize  that  in  trying  to  simplify  the  regu- 
latory structure  there  are  difficult  areas  to  work  out,  such  as  re- 
sponsibility for  holding  company  supervision  and  protection  of  the 
deposit  insurance  system.  However,  given  the  benefits  to  the  public 
of  having  a  simpler  system,  these  areas  should  not  present  insur- 
mountable obstacles.  At  this  time  we  do  not  have  a  specific  pro- 
posal to  offer,  although  we  feel  strongly  that  the  independence  of 
the  bank  regulatory  system  must  be  assured  in  any  such  sim- 
plification or  streamlining. 
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One  other  issue  related  to  congressional  regulatory  oversight  in- 
volves trying  to  achieve  a  level  playing  field.  Banks  are  subject  to 
safety  and  soundness  and  consumer  protection  regulations  that  are 
not  applicable  to  (or  are  not  as  burdensome  for)  other  financial  in- 
stitutions operating  in  the  same  markets.  This  is  an  important 
point,  although  we  should  keep  in  mind  that  all  competitors  do  not 
have  benefits  such  as  federal  deposit  insurance.  In  addition  to  look- 
ing closely  at  bank  regulation,  in  many  instances  we  need  to  look 
more  closely  at  the  effectiveness  of  regulation  in  competing  indus- 
tries. I  earlier  mentioned  problems  in  how  state  regulation  super- 
vises insurance  firms,  and  GAO  has  also  reported  on  potential  dif- 
ficulties associated  with  the  lack  of  adequate  regulatory  super- 
vision of  the  holding  companies  of  securities  firms.  One  of  the  great 
oversight  challenges  that  faces  Congress  is  how  best  to  bring  safety 
and  soundness  regulation  into  line  across  industries  that  increas- 
ingly compete  in  the  same  markets,  both  in  this  country  and  over- 
seas. 

As  you  can  see,  regulatory  burden  encompasses  an  array  of  im- 
portant issues  for  the  industry  and  the  Congress.  We  believe  a  de- 
liberative, comprehensive  approach,  rather  than  a  regulation-by- 
regulation  approach,  is  important  for  evaluating  the  cumulative 
impact  of  regulation  on  the  industry  and  understanding  how  best 
to  alleviate  it  without  sacrificing  industry  stability,  safety  and 
soundness,  or  consumer  protections.  We  look  forward  to  assisting 
the  Congress  in  this  area. 

Successful  Implementation  of  FDICIA  Provides  a  Foundation 
FOR  Other  Efforts  to  Modernize  the  Banking  Industry 

In  conclusion  I  would  like  to  make  a  few  observations  on  the  im- 
plications of  what  I  have  said  for  congressional  oversight  and  the 
legislative  agenda  foi"  banking. 

There  is  no  question  that  FDICIA  left  some  issues  on  the  table. 
Banks  increasingly  find  themselves  competing  with  other  firms  for 
transaction,  investment,  and  credit  services,  and  Congress  will  no 
doubt  be  asked  to  address  a  variety  of  level  playing  field  issues  in 
the  years  ahead.  However,  given  the  safety  and  soundness  prob- 
lems that  existed  in  banking,  it  was  essential  for  Congress  to  ad- 
dress those  matters  first.  In  my  view,  the  more  successful  the  act's 
implementation,  the  more  possible  it  becomes  to  take  up  other 
modernization  questions. 

Implementation  of  FDICIA  is,  therefore,  right  at  the  top  of  the 
modernization  agenda.  I  have  indicated  in  my  testimony  a  number 
of  very  important  areas  affecting  safety  and  soundness  in  which 
continued  congressional  oversight  will  be  essential.  These  include 
accounting  and  auditing  reform,  prompt  corrective  action,  non-cap- 
ital tripwires,  least-cost  resolutions,  foreign  bank  supervision,  BIF 
recapitalization,  and  funding  for  RTC  and  SAIF.  We  have  ongoing 
work  in  most  of  these  areas  and  are,  of  course,  prepared  to  assist 
the  Committee  in  this  endeavor,  which  is  likely  to  take  a  great  deal 
of  this  Committee's  time  during  the  103rd  Congress. 

While  additional  experience  is  being  gained  under  FDICIA,  it 
would  make  sense,  as  a  further  step  toward  modernization,  to  look 
for  ways  to  help  the  industry  to  become  more  efficient.  This  would 
include  continuing  with  efforts  to  streamline  enforcement  of  exist- 
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ing  regulations  and  simplifying  the  structure  of  the  regulatory  sys- 
tem. 

As  the  FDICIA  reforms  take  hold  and  we  can  be  more  confident 
of  our  ability  to  successfully  supervise  banks  in  today's  competitive 
marketplace,  it  becomes  more  feasible  for  Congress  to  consider 
ways  of  expanding  the  business  opportunities  for  the  industry  with- 
out placing  the  deposit  insurance  system  and  the  taxpayers  at  risk. 
At  the  request  of  this  Committee,  we  will  be  reporting  shortly  on 
one  such  area  where  change  may  be  appropriate — removing  or  re- 
laxing the  federal  restrictions  on  interstate  banking  and  branching. 

In  going  beyond  questions  of  efficiency  in  banking,  the  issues 
that  Congress  must  deal  with  are  not  easy  ones.  They  raise  more 
general  questions — such  as  what  deposits  should  actually  be  cov- 
ered by  deposit  insurance  and  the  appropriate  uses  for  insured  de- 
posits. Furthermore,  because  banking  and  other  financial  services 
industries  overlap  in  so  many  areas,  it  is  not  realistic  to  deal  with 
some  of  these  questions  simply  from  the  point  of  view  of  the  bank- 
ing industry  alone.  Congress  will  have  to  consider  the  various  links 
between  banking  and  other  industries  that  are  appropriate,  includ- 
ing the  degree  of  regulation  and  supervision  that  is  needed  for  com- 
plex holding  companies  that  combine  banking  and  other  activities. 
As  I  have  indicated  earlier,  it  is  also  appropriate  for  Congress  to 
look  closely  at  the  adequacy  of  safety  and  soundness  regulations  in 
competing  industries — and  indeed  in  other  nations  as  well — so  that 
our  banks  are  not  placed  at  a  disadvantage  with  their  competitors. 

In  the  final  analysis,  Congress  must  establish  a  regulatory 
framework  for  banking  and  other  financial  service  providers  to 
serve  the  interests  of  the  public.  Over  the  long  run,  what  is  most 
important  is  that  the  financial  system  as  a  whole  be  safe  and 
sound,  that  efficient  service  be  available  on  an  equitable  basis  to 
all  segments  of  the  public,  and  that  the  nation's  savings  be  used 
to  help  create  the  jobs  that  are  the  strength  of  our  society. 

In  closing,  Mr.  Chairman,  I  would  like  to  say  that  we  look  for- 
ward to  working  with  the  Committee  in  its  oversight  of  FDICIA's 
implementation  and  in  its  consideration  of  other  issues  associated 
with  the  future  of  banking  and  the  financial  services  industry. 
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Mr.  Chairman,  I  appreciate  this  opportunity  to  appear  before 
your  Committee  to  discuss  the  condition  of  the  federal  deposit  in- 
surance funds  and  the  banks  and  thrifts  that  hold  the  deposits 
safeguarded  by  those  funds.  I  will  present  the  Congressional  Budg- 
et Office's  (CBO's)  new  baseline  projections  of  spending  by  the 
Bank  Insurance  Fund  (BIF),  the  Resolution  Trust  Corporation 
(RTC),  and  the  Savings  Association  Insurance  Fund  (SAIF),  and 
our  analysis  of  the  Bush  Administration's  budget  update  for  those 
funds.  I  will  also  share  with  you  some  concerns  CBO  has  about  fi- 
nancing for  the  RTC  and  the  transition  of  responsibility  from  the 
RTC  to  the  SAIF. 

In  summary: 

•  Profits  of  banks  and  thrifts  have  generally  improved,  and  their 
near-term  outlook  appears  more  promising  than  it  did  only  a 
short  time  ago.  This  improvement  reflects  the  beneficial  effects 
of  removing  failing  institutions  from  the  marketplace,  legislative 
and  regulatory  changes,  and  an  overall  improvement  in  economic 
conditions. 

•  CBO  projects  that,  from  1993  through  1996,  the  BIF  will  incur 
gross  losses  of  $29  billion  in  resolving  failed  banks.  On  this  basis, 
we  expect  that  the  BIF's  borrowing  authority  will  be  sufficient  to 
cover  its  needs  and  that  any  borrowing  can  be  repaid  from  bank 
premiums  and  asset  sales  over  the  next  decade. 

•  CBO  has  revised  downward — by  about  $15  billion — its  estimate 
of  the  present-value  cost  of  the  thrift  cleanup.  We  now  estimate 
that  losses  on  failed  institutions  over  the  1989-1998  period  will 
cost  the  RTC  or  its  successor  $120  billion  on  a  present-value 
basis.  That  amount  is  in  addition  to  the  $60  billion  spent  for 
thrift  losses  before  1989. 

•  CBO  believes  that  the  RTC  and  the  SAIF  could  tackle  the  re- 
mainder of  the  cleanup  with  additional  funding  for  losses  of 
about  $50  billion.  These  additional  funds,  along  with  anticipated 
income  from  premiums,  would  provide  close  to  $8  billion  to  build 
up  the  net  worth  of  the  SAIF,  as  required  by  law. 

How  the  Bank  and  Thrift  Industries  are  Faring  Today 

The  bank  and  thrift  industries  have  been  through  some  extraor- 
dinarily difficult  times  recently.  The  number  of  chartered  banks 
and  thrifts  has  declined  since  1985  by  more  than  4,000 — more  than 
1,000  thrifts  and  nearly  3,000  banks — more  than  half  of  them 
exiting  at  government  expense.  At  the  same  time,  in  constant  dol- 
lars, assets  of  operating  banks  and  thrifts  declined  by  12  percent, 
and  their  deposits  dropped  by  14  percent. 

Nevertheless,  recent  conditions  have  improved  the  outlook  for 
both  types  of  institutions.  We  attribute  the  growing  strength  of  the 
bank  and  thrift  industries  to  several  factors.  One  is  the  beneficial 
effect  of  removing  hemorrhaging  thrifts  from  the  marketplace.  To 
keep  their  cash-starved  operations  replenished  with  deposits,  insol- 
vent thrifts  drove  up  the  cost  of  funds  for  all  financial  institutions. 
Insolvent  thrifts  were  willing  to  pay  excessively  high  rates  to  at- 
tract deposits,  often  from  out-of-state  brokers.  They  also  competed 
for  good  loans  by  offering  to  make  them  at  below-market  rates.  As 
the  sick  thrifts  have  been  closed,  the  remaining  thrifts  and  banks 
have  seen  their  cost  of  funds  drop  and  market  conditions  improve. 
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Currently,  both  banks  and  thrifts  are  benefiting  fi-om  an  unusu- 
ally wide  spread  between  borrowing  and  lending  rates,  which  has 
allowed  them  to  add  to  their  reported  capital  bases.  This  develop- 
ment has  improved  the  near-term  financial  picture  for  many  banks 
and  thrifts  and  will  allow  some  that  regulators  might  have  closed 
to  remain  open.  This  spread  in  interest  rates  may  be  temporary, 
however,  and  thus  may  not  greatly  affect  the  longer-term  prospects 
for  insured  depositories.  Competition  heightened  by  overcapacity  is 
likely  to  narrow  the  spread,  as  will  the  anticipated  pickup  in  the 
economy. 

Another  factor  affecting  the  outlook  for  banks  and  thrifts  is  the 
change  in  regulation  brought  about  by  the  Federal  Deposit  Insur- 
ance Corporation  Improvement  Act  of  1991  (FDICIA).  Among  other 
changes,  FDICIA  requires  a  more  timely  resolution  of  failing  insti- 
tutions, imposes  mandatory  sanctions  on  institutions  that  fall 
below  minimum  capital  standards,  strengthens  supervision  by  re- 
quiring on-site  examinations,  places  restrictions  on  brokered  depos- 
its, and  introduces  risk-based  insurance  premiums.  Because  these 
changes  affect  the  behavior  of  both  the  depository  institutions  and 
the  regulators,  they  create  a  new  and  potentially  safer  environment 
for  the  nation's  financial  institutions.  The  positive  effect  of  these 
changes  is  reflected  in  the  slower  rate  of  deterioration,  relative  to 
historical  rates,  of  weak  thrifts  that  are  allowed  to  remain  open. 

FDICIA  requires  both  banks  and  thrifts  to  improve  their  capital- 
ization. They  clearly  are  doing  so.  Data  on  the  performance  of 
thrifts  and  banks  during  1991  and  the  first  three  quarters  of  1992 
provide  room  for  guarded  optimism  about  the  viability  of  the  na- 
tion's insured  depositories. 

The  Banking  Industry 

Overall,  the  commercial  banking  sector  appears  in  better  finan- 
cial condition  than  it  has  been  recently.  Commercial  banks  are 
earning  a  higher  return  on  assets  than  at  any  time  in  the  last  12 
years  and  are  better  capitalized  than  at  any  time  in  the  last  25 
years.  Roughly  93  percent  of  commercial  banks  and  savings  banks 
reported  net  earnings  during  the  first  three  quarters  of  1992.  Prof- 
its are  at  record  levels — commercial  bank  profits  are  up  63  percent 
over  the  first  three  quarters  of  1991,  and  savings  banks  showed 
positive  net  income  for  the  first  three  quarters  of  1992  after  nearly 
three  years  of  losses.  Both  commercial  and  savings  banks  have 
used  these  profits  to  add  to  equity,  thus  providing  a  stronger  cush- 
ion for  potential  future  losses  and  improving  the  outlook  for  the 
Bank  Insurance  Fund. 

At  the  same  time,  the  banking  industry  continues  to  undergo 
consolidation.  Over  the  first  three  quarters  of  1992,  the  number  of 
BIF-insured  commercial  and  savings  banks  has  declined  by  roughly 
350,  as  resolutions  and  mergers  continue.  The  assets  of  commercial 
banks  in  the  third  quarter  of  1992  rose  by  1.4  percent  over  the  pre- 
vious year;  assets  of  savings  banks  contracted  6.2  percent.  Total 
bank  deposits  at  the  end  of  the  third  quarter  of  1992  showed  a  de- 
cline of  1  percent  from  one  year  earlier. 

The  picture  we  have  been  seeing  for  some  time  is  of  two  distinct 
banking  industries.  One,  which  comprises  a  large  majority  of 
banks,  is  financially  sound — banks  that  are  well  capitalized  with 
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few  nonperforming  assets.  The  other,  encompassing  only  a  small 
proportion  of  banks,  is  relatively  weak — ^those  with  substantial 
nonperforming  assets. 

Although  their  proportion  is  falling,  the  weak  banks  remain  a 
concern  for  policymakers,  especially  with  respect  to  their  potential 
cost  to  the  Bank  Insurance  Fund.  This  group  includes  the  nearly 
1,000  banks  on  the  FDIC  problem  bank  list,  which  hold  more  than 
$500  billion  in  assets.  CBO  also  considers  an  additional  700  banks, 
with  another  $500  billion  in  assets,  as  relatively  weak.  These  are 
banks  that,  despite  the  extraordinarily  favorable  banking  environ- 
ment, are  relatively  less  well  capitalized  or  not  earning  net  income 
or  holding  nonperforming  assets  in  excess  of  8  percent  of  loans.  Al- 
though these  institutions  may  have  sufficient  capital  to  keep  them 
off  the  list  of  problem  banks,  they  remain  a  potential  threat  to  the 
BIF. 

The  performance  of  small-  and  mid-sized  banks  continues  to  out- 
pace that  of  many  money-center  banks.  Many  of  the  larger  banks 
continue  to  suffer  losses  on  loans  and  from  diminished  earnings. 
Approximately  3.7  percent  of  the  assets  of  larger  commercial  banks 
(those  with  assets  greater  than  $10  billion)  were  nonperforming 
during  the  first  three  quarters  of  1992,  compared  with  1.8  percent 
of  the  assets  of  smaller  banks  (those  with  assets  less  than  $1  bil- 
lion). Both  of  these  percentages  have  declined  in  the  past  year. 
Rates  of  return  on  assets  for  larger  banks  (0.8  percent)  remain 
lower  than  for  smaller  banks  (1.1  percent).  A  few  very  large  banks 
remain  vulnerable. 

The  Thrift  Industry 

Recorded  profits  of  $4.2  billion  in  the  thrift  industry  for  the  first 
nine  months  of  1992  were  almost  twice  the  $2.3  billion  earned  by 
the  industry  in  all  of  1991.  This  upturn  reflects  a  pattern  of  gen- 
eral improvement  in  the  industry  since  its  low  point  in  1988.  Based 
on  the  first  three  quarters  of  1992,  the  industry  is  likely  to  earn 
profits  of  nearly  0.7  percent  of  assets,  more  than  twice  the  rate  of 
about  0.3  percent  the  industry  earned  in  1991  and  close  to  the  av- 
erage return  on  assets  earned  by  thrifts  in  the  1970s.  In  1991  and 
early  1992,  profitability  in  the  industry  was  enhanced  by  lower 
(and  more  stable)  interest  rates  and  a  wide  spread  between  long- 
term  and  short-term  rates.  Profits  were  also  enhanced  by  realizing 
gains  in  asset  values. 

Those  conditions,  however,  may  not  continue,  and  the  prospects 
for  long-term  profitability  of  the  thrift  industry  remain  unclear.  It 
is  clear,  however,  that  the  size  of  the  industry  has  not  yet  sta- 
bilized. 

Measured  on  a  book-value  basis,  the  capitalization  of  the  indus- 
try has  improved  dramatically  over  the  past  eight  years.  Counting 
only  tangible  capital — that  is,  excluding  goodwill  and  other  intangi- 
ble assets — the  industry  reached  its  nadir  in  1984  when  it  held 
only  $3  billion  in  tangible  capital  against  $978  billion  in  assets  (0.3 
percent).  Tangible  capital  was  above  5  percent  of  assets  for  the  first 
three  quarters  of  1992,  a  level  not  attained  since  1980. 

Although  the  industry  has  far  fewer  institutions  with  tangible 
capital  less  than  3  percent  than  at  any  time  in  the  1980s,  a  signifi- 
cant number  of  problem  thrifts  may  still  require  closure  and  resolu- 
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tion.  As  of  the  end  of  September  1992,  there  were  1,954  thrifts, 
which  held  $816  bilHon  in  assets.  The  Office  of  Thrift  Supervision 
(OTS)  considers  about  70  percent  of  these  institutions,  holding  62 
percent  of  the  industry's  assets,  to  be  well  run  and  well  capitalized. 
Another  18  percent,  with  19  percent  of  the  industry's  assets,  are 
not  performing  as  well,  but  are  not  yet  expected  to  fail.  In  the  view 
of  the  OTS,  236  thrifts  with  $151  billion  in  assets  are  problem  in- 
stitutions that  might  require  closure  and  resolution  action  over  the 
next  several  years. 

Projecting  the  Future  of  the  Bank  and  Thrift  Industries 

The  prospects  for  the  bank  and  thrift  industries  could  be  signifi- 
cantly affected  by  several  factors.  Among  them  are  macroeconomic 
conditions,  conditions  in  real  estate  markets,  the  nature  of  competi- 
tion among  banks  and  thrifts  and  with  other  financial  institutions, 
the  introduction  of  risk-based  premiums  for  deposit  insurance,  and 
the  behavior  of  government  regulators. 

Macroeconomic  Conditions 

If  the  economy  follows  a  course  similar  to  CBO's  forecast,  macro- 
economic  developments  should  not  pose  a  risk  to  the  long-term  out- 
look of  the  banks  and  thrifts.  The  business  expansion  that  appears 
to  be  under  way  may  offer  both  good  news  and  bad  news  for  in- 
sured depositories.  On  the  one  hand,  the  recovery  should  increase 
demand  for  loans  and  reduce  late  payments  and  defaults.  On  the 
other  hand,  as  short-term  interest  rates  begin  to  rise,  which  they 
normally  do  in  an  expansion,  the  spread  between  borrowing  and 
lending  rates  may  narrow.  CBO's  macroeconomic  projections,  re- 
leased yesterday,  show  such  a  narrowing  of  the  interest-rate 
spread,  largely  because  short-term  interest  rates  are  projected  to 
rise  gradually  over  the  next  five  years. 

Although  a  narrowing  of  the  interest  rate  spread  would  put  a 
squeeze  on  profits  of  banks  and  thrifts,  it  would  not  threaten  the 
value  of  their  asset  portfolios,  unless  it  were  accompanied  by  rising 
long-term  rates.  CBO  is  not  projecting  such  an  increase,  but  if  long- 
term  rates  should  rise,  the  value  of  some  bank  and  thrift  assets 
may  again  be  vulnerable  to  losses. 

Real  Estate  and  Other  Assets 

Banks  and  thrifts  hold  somewhat  different  asset  portfolios. 
Thrifts  are  major  holders  of  assets  in  residential  real  estate,  pri- 
marily in  the  form  of  mortgages  and  mortgage-backed  securities;  in 
fact,  nearly  half  of  the  assets  of  thrifts  are  in  home  mortgages.  The 
assets  of  banks  are  more  concentrated  in  commercial  and  industrial 
loans  and  commercial  real  estate.  Recently,  banks  have  also  begun 
holding  large  amounts  of  government  securities. 

Many  experts  believe  that  the  thrift  crisis  will  not  truly  be  over 
until  real  estate  markets  recover  from  the  speculative  overbuilding 
that  took  place  in  the  early  and  mid-1980s.  Although  no  one  can 
say  with  certainty  that  real  estate  markets  have  bottomed  out,  res- 
idential markets  seem  to  be  stabilizing,  particularly  in  those  re- 
gions of  the  country  where  the  bubble  burst  first — that  is,  the 
Southwest  and  Northeast.  Although  other  regions,  such  as  the  Far 
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West,  may  experience  further  deterioration,  the  general  economic 
recovery  and  lower  interest  rates  may  blunt  these  problems. 

The  soft  commercial  real  estate  market  continues  to  plague  the 
financial  health  of  the  commercial  banks.  Overbuilding  during  the 
last  decade  has  left  an  excess  supply  of  commercial  buildings  in 
and  around  many  of  the  nation's  large  cities  and  has  depressed  real 
estate  prices.  It  is  likely  to  be  some  time  before  this  sector  fully  re- 
covers. 

Over  the  past  year,  banks  have  increased  their  holdings  of  gov- 
ernment and  government-backed  securities.  Such  securities,  which 
now  amount  to  nearly  15  percent  of  banks'  assets,  provide  a  highly 
liquid,  secure,  and  profitable  investment  opportunity  for  banks. 
This  portfolio  adjustment  has  lowered  the  overall  riskiness  of 
banks'  assets  and  improved  the  safety  and  soundness  of  banks,  con- 
sistent with  the  intent  expressed  in  FDICIA  and  the  Basle  Agree- 
ment. Many  observers  have  noted  that  this  adjustment  implies  that 
banks  are  making  fewer  loans  to  small-  and  medium-sized  busi- 
nesses. 

Competition 

A  key  factor  in  determining  the  fate  of  both  banks  and  thrifts  is 
their  competitiveness  relative  to  that  of  other  financial  institutions. 
For  the  most  part,  depositories  chartered  as  thrifts  are  very  similar 
to  those  chartered  as  banks.  Nevertheless,  differences  remain. 
Some  differences  slightly  favor  thrifts — most  notably,  the  lack  of  re- 
strictions on  engaging  in  interstate  branching.  Other  differences, 
such  as  the  qualified  tnrift  lender  test,  may  be  viewed  as  handicaps 
for  thrifts  because  they  limit  the  diversification  of  a  thrift's  assets. 
In  the  near  term,  well-capitalized  banks  and  thrifts  appear  able  to 
withstand  competitive  pressures  from  each  other  and  from 
nondepository  financial  institutions.  Many  thrifts  are  now  thriving 
in  their  traditional  role  of  providing  community  depository  services 
and  originating  mortgages.  Banks  nave  become  more  conservative 
in  their  lending  practices. 

Over  the  longer  term,  however,  both  banks  and  thrifts  will  con- 
tinue to  feel  the  effects  of  competition,  both  with  each  other  and 
from  nondepositories.  Banks  are  especially  vulnerable  to  competi- 
tion from  nonbank  lenders  and  from  foreign  competition.  Between 
1950  and  1992,  the  share  of  financial  assets  held  by  commercial 
banks  dropped  from  50  percent  to  23  percent;  the  thrifts'  share 
dropped  from  a  high  of  16  percent  in  1984  to  9  percent  in  1992. 
These  general  trends  are  unlikely  to  change,  and  pose  a  long-term 
threat  to  the  profitability  of  financial  institutions  as  they  are  cur- 
rently structured. 

Risk-Based  Premiums 

The  introduction  of  risk-based  premiums  for  deposit  insurance 
could  have  a  significant  effect  on  the  bank  and  thrift  industries.  In 
the  long  run,  the  effect  will  clearly  be  to  improve  the  performance 
of  the  deposit  insurance  system,  as  insured  institutions  reduce  risk 
in  order  to  lower  their  premium  payments.  In  the  short  run,  how- 
ever, the  direction  of  change  is  less  certain.  As  the  new  premium 
structure  is  put  into  place,  some  institutions  may  be  unable  to 
maintain  solvency  because  of  the  higher  premiums  they  must  pay. 
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Although  most  of  these  firms  may  already  be  candidates  for  clo- 
sure, the  higher  premium  payments  could  accelerate  their  demise 
and  temporarily  increase  federal  outlays  for  deposit  insurance. 

Regulation 

Probably  the  most  significant  variable  in  determining  both  the 
long-run  and  short-run  condition  of  the  depository  institutions  is 
the  intensity  and  type  of  regulation  pursued  by  federal  and  state 
officials.  The  stricter  regulators  are  in  the  short  run  in  both  super- 
vising insured  depositories  and  closing  institutions  that  become  in- 
solvent, the  stronger  the  industry  will  be  in  the  long  run;  con- 
versely, the  more  lenient  regulators  are  now,  the  weaker  the  indus- 
try will  be  later. 

Of  all  the  variables  that  could  affect  CBO's  estimates  of  outlays 
for  deposit  insurance,  the  actions  of  regulators  are  the  hardest  to 
predict  and  have  the  greatest  impact  on  budget  projections.  CBO 
baseline  projections  are  based  on  current  law;  they  assume  that 
regulators  will  bed  responsive  to  the  regulatory  directives  of 
FDICIA.  CBO  also  assumes  that  the  regulators  will  have  sufficient 
resources  to  close  failed  thrifts  and  banks  in  an  orderly  process  and 
that  they  will  do  so. 

Baseline  Projections  of  Spending  on  Deposit  Insurance 

Deposit  insurance  cost  the  government  little  before  the  late 
1980s,  but  since  then  deposit  insurance  outlays  have  become  a  sig- 
nificant and  volatile  factor  in  the  federal  budget.  Table  1  shows 
CBO's  baseline  projections  of  outlays  for  deposit  insurance  from 
1993  through  1998.  We  estimate  that  net  outlays,  after  reaching 
$78  billion  in  fiscal  year  1991,  will  be  close  to  zero  over  this  six- 
year  period — peaking  at  $11  billion  in  1995  and  dipping  as  low  as 
minus  $14  billion  in  1997.  The  swings  in  outlays  from  year  to  year 
are  much  less  than  those  in  recent  budget  projections.  They  chiefly 
reflect  delays  in  funding  for  the  Resolution  Trust  Corporation, 
gradually  diminishing  liquidation  proceeds,  and  more  rapidly  de- 
clining spending  for  insurance  losses  and  working  capital. 

These  estimates  are  very  uncertain,  however.  The  financial  data 
on  banks  and  thrifts,  on  which  CBO  bases  its  projections,  leave 
much  to  be  desired.  Financial  statements  show  the  book  value  of 
assets,  which  does  not  accurately  reflect  current  or  future  values. 
Deposit  insurance  losses  are  sensitive  to  the  economy  in  general 
and  to  interest  rates  and  real  estate  markets  in  particular.  The 
banking  and  thrift  industries  are  consolidating  as  the  number  of 
independent  institutions  declines,  but  it  is  virtually  impossible  to 
predict  how  fast  consolidation  will  take  place  and  how  much  of  it 
the  regulators  will  mandate.  How  promptly  the  regulators  close  in- 
stitutions, how  they  deal  with  troubled  large  banks,  and  how  they 
set  deposit  insurance  premiums  all  will  have  significant  effects  on 
deposit  insurance  losses. 
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Table  1. 

Outlays  for  Deposit  Insurance  in  the  CBO  Baseline  (By  fiscal  year,  in  billions  of  dollars) 


Estimate 
1992 


1993 


1994 


Projections 


1995 


1996 


1997 


1998 


Resolution  Trust  Corporation 
and  Savings  Association 
Insurance  Fund 
Insurance  losses' 
Working  capital 
Disbursements 
Receipts    , 
Interest  costs 
Insurance  premiums 

Total 

FSUC  Resolution  Fund 


Savings-and-Loan-Related 


IS  9  11 


11 


21 

12 

17 

19 

15 

8 

8 

43 

-32 

-24 

-22 

-21 

-19 

-14 

3 

2 

2 

2 

2 

2 

2 

_0 

_^ 

_J. 

_J_ 

_2X 

^ 

_^ 

-9 

-9 

4 

9 

4 

-5 

-1 

8 

4 

2 

1 

b 

b 

0 

Bank-Related  and  Other 


Bank  Insurance  Fund 
Losses 

Working  capital 
Liquidations 
Net  interest 
Other  outlays  (Net) 


Total 


Otherd 


c 

9 

8 

7 

5 

4 

4 

c 

14 

13 

11 

8 

6 

6 

■9 

-10 

-12    . 

-13 

-13 

-13 

-12 

b 

b 

1 

1 

1 

1 

b 

± 

_:$ 

_i 

^ 

_:i 

_± 

_-7 

4 

8 

4 

1 

-5 

-9 

-9 

b 

b 

b 

b 

b 

b 

b 

Total  Budget  Outlays 
for  Deposit  Insurance 


Total 


10 


11 


-14 


-10 


SOURCE:     Congressional  Budget  Off  ice. 

NOTES:  The  Resolution  Trust  Corporation  is  currently  scheduled  to  stop  accepting  new  cases  after  September  30,  1993,  and  to  turn 
over  responsibility  for  future  resolutions  to  the  Savings  Association  Insurance  Fund  It  is  possible  that  the  transfer  of 
responsibility  could  be  delayed  by  the  Congress,  but  the  costs  incurred  would  not  be  significantly  affected  by  such  a  change. 
CBO  therefore  presents  the  estimates  on  a  combined  basis. 

FSLIC  =  Federal  Savings  and  Loan  Insurance  Corporation. 

a.  Includes  less  than  $500  million  per  year  in  administrative  costs. 

b.  Less  than  S500  million. 

c.  Total  resolution  outlays  in  1992  were  S19  billion.  Details  on  losses  and  working  capital  are  not  yet  available. 

d.  Primarily  activities  of  the  National  Credit  Union  Administration. 
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Estimates  of  losses  are  especially  sensitive  to  prices  received  in 
disposing  of  securities,  loans,  and  real  estate  that  the  FDIC  and 
the  RTC  retain  after  closing  or  merging  banks  or  thrifts.  The  ac- 
tual cost  of  resolving  failed  depository  institutions  will  not  be 
known  until  the  government  has  disposed  of  the  last  asset,  which 
probably  will  be  well  beyond  the  year  2000.  The  actual  cost  of  de- 
posit insurance  could  easily  vary  from  CBO's  current  estimate  by 
tens  of  billions  of  dollars  in  either  direction. 

The  Bank  Insurance  Fund 

CBO  has  updated  its  baseline  projections  to  reflect  the  improved 
conditions  in  the  banking  industry  and  actual  data  on  1992  BIF  ac- 
tivity. In  particular,  we  have  reduced — from  $37  billion  to  $29  bil- 
lion— the  estimate  of  losses  we  expect  to  be  incurred  in  resolving 
failed  banks  over  the  1993-1996  period.  These  losses  include  the 
impact  of  closing  institutions  that  fail  to  meet  the  standards  estab- 
lished by  FDICIA,  but  we  do  not  anticipate  a  rash  of  expensive 
bank  failures  that  some  observers  had  predicted  would  occur  early 
in  fiscal  year  1993. 

CBO  has  also  slightly  raised  its  estimates  of  income  from  the 
sale  of  assets  and  lowered  projected  interest  costs  to  reflect  less 
BIF  borrowing  and  lower  interest  rates.  CBO's  projections  assume 
that  current  premiums,  averaging  about  25  cents  per  $100  of  as- 
sessable deposits,  will  remain  in  effect.  On  this  basis,  we  project 
that  premium  income  will  be  sufficient  to  restore  the  fund  balance 
to  the  statutory  target  level  by  2006.  CBO's  latest  baseline  projec- 
tions for  the  BIF  are  summarized  in  Table  2. 

CBO  estimates  that  gross  spending  by  the  fund  will  total  about 
$25  billion  in  fiscal  year  1993,  fall  to  about  $23  billion  in  1994,  and 
drop  off  further  in  subsequent  years.  That  spending  would  cover 
losses  on  bank  resolutions  of  $9  billion  in  1993,  $8  billion  in  1994, 
and  another  $20  billion  over  the  following  four  years.  (The  dif- 
ferences between  gross  spending  and  the  losses  on  bank  resolutions 
consist  primarily  of  working  capital  to  cover  the  cost  of  acquired  as- 
sets, as  well  as  administrative  expenses.)  We  expect  that  premium 
income  and  liquidation  proceeds  will  exceed  BIF  disbursements  by 
$9  billion  over  the  1993-1998  period  and  that  net  outlays  will  turn 
negative  by  1996. 

We  anticipate  that  the  BIF  will  have  to  borrow  from  the  Federal 
Financing  Bank  (FFB)  for  working  capital  each  year  through  1995 
and  that  the  borrowing  will  total  about  $21  billion.  CBO  currently 
projects  that  the  BIF  will  not  need  to  borrow  from  the  Treasury  to 
cover  losses.  Assuming  that  the  banking  industry  enters  a  period 
of  relative  stability  over  the  last  part  of  this  decade,  we  project  that 
the  BIF's  debt  to  the  FFB  can  be  repaid  by  1999. 

The  fate  of  a  small  number  of  extremely  large  banks  can  swing 
the  projection  results  substantially  in  either  direction.  Whether  the 
regulators  will  need  to  close  any  of  them  and  how  they  would  pro- 
ceed to  do  so  are  highly  uncertain.  If  large  banks  failed  and  in- 
curred losses  at  the  same  rate  as  smaller  banks,  the  estimated 
costs  of  resolution  would  dwarf  the  resources  available  to  the  fund 
over  the  next  several  years.  Although  this  eventuality  does  not  ap- 
pear to  be  likely,  some  risk  remains. 
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TABLE  2.      FINANCIAL  PROJECTIONS  FOR  THE  BANK  INSURANCE  FUND 
(By  fiscal  year,  in  billions  of  dollars) 


Actual 
1992        1993        1994        1995        1996        1997        1998 


Gross  Spending' 

Collections 

Net  Budget  Outlays'" 


Gross  Losses' 

Net  Income  or  Losses' 


Cumulative  Borrowings  from 

FFB  and  Treasury 
Accrued  Fund  Balance^ 


Outlays 


19 

25 

23 

21 

15 

12 

11 

15 

17 

19 

20 

21 

20 

20 

4 

8 

4 

1 

-5 

-9 

-9 

Accrued  Income  or  Losses 


d 

-7 


-9 

4 


-8 

-2 


End-of-Year  Balances 


-5 
2 


-4 
2 


-4 
3 


10 

16 

21 

21 

16 

7 

0 

-4 

0 

-2 

-1 

1 

3 

6 

SOURCE:  Congressional  Budget  Office. 
NOTE:   FFB  =  Federal  Financing  Bank. 

a.  Includes  cash  disbursed  for  bank  failures,  plus  other  cash  expenditures. 

b.  Gross  spending  less  collections. 

c.  Losses  accrued  in  resolving  failed  banks. 

d.  Details  on  losses  and  working  capital  are  not  yet  available. 

e.  Assessment  income  less  gross  losses,  additional  reserves  for  future  losses,  and  other  expenses. 

f.  For  fisGTl  years  1993-19^8. includes  a  reserve  for  losses  equal  to  projected  losses  in  the  subsequent  year. 
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Projected  Costs  of  Resolving  the  Savings  and  Loan  Crisis 

For  purposes  of  summarizing  the  long-term  costs  of  the  savings 
and  loan  crisis,  the  most  useftil  measure  is  a  present-value  esti- 
mate of  past,  present,  and  future  net  costs  of  resolving  failed 
thrifts.  CBO  now  estimates  that  losses  in  failed  financial  institu- 
tions will  cost  the  RTC  or  its  successor  $120  billion  on  a  present- 
value  basis,  bringing  the  total  cost  of  the  thrift  crisis  to  $180  billion 
since  1980. 

The  $120  billion  estimate  for  cleaning  up  the  thrift  crisis  is  $15 
billion  less  than  the  estimate  CBO  prepared  last  summer,  reflect- 
ing continued  improvement  in  the  condition  of  the  thrift  industry. 
Our  analysis  of  the  financial  condition  of  the  thrift  industry  in  re- 
cent quarters  suggests  that  fewer  institutions  are  facing  insolvency 
and  that  the  losses  associated  with  resolving  those  thrifts  are  di- 
minishing. Several  different  methodologies  used  to  estimate  future 
losses  seem  to  confirm  this  pattern  and  provide  the  basis  for  the 
projections. 

Despite  this  reduction  in  the  estimated  size  of  the  problem,  one 
should  not  assume  that  leaving  insolvent  institutions  open  rep- 
resents a  savings  to  the  taxpayer.  Historically,  a  substantial  share 
of  the  losses  associated  with  closing  failed  savings  and  loans  could 
have  been  avoided  had  the  institutions  been  shut  down  when  they 
first  became  insolvent. 

Delay  in  closing  failed  thrifts  is  still  adding  costs  to  the  final  cost 
for  this  crisis  for  three  reasons.  First,  conservatorships  continue  to 
incur  high  borrowing  costs.  Second,  undercapitalized  thrifts  still 
face  incentives  to  make  risky  investments  that  may  result  in  addi- 
tional losses.  Finally,  competition  between  these  institutions  and 
healthier  thrifts  may  result  in  more  failures  of  marginal  institu- 
tions. 

Current  and  Future  Funding  for  Thrift  Failures 

CBO's  estimates  assume  that  the  RTC  will  receive  funding  this 
spring  and  that  continued  funding  will  be  made  available  without 
interruption.  Funding  delays,  such  as  those  that  occurred  in  fiscal 
year  1991  and  again  in  1992,  affect  the  amount  of  disbursements 
and  receipts  each  year,  increase  the  length  of  time  needed  to  com- 
plete the  resolution  process,  and  raise  the  final  cost  of  the  thrift 
crisis. 

In  contrast  to  the  present- value  estimates,  the  federal  budget 
records  yearly  flows  of  cash  in  deposit  insurance  accounts.  The 
Congress  has  provided  the  RTC  with  $105  billion  to  pay  for  losses 
incurred  in  resolving  failed  thrift  institutions:  $50  billion  under  the 
Financial  Institutions  Reform,  Recovery,  and  Enforcement  Act  of 
1989  (FIRREA);  $30  billion  under  the  RTC  Funding  Act  of  1991; 
and  $25  billion  (available  until  April  1,  1992)  under  the  Resolution 
Trust  Corporation  Refinancing,  Restructuring,  and  Improvement 
Act  of  1991.  Of  the  funds  provided,  $85  billion  has  been  obligated 
and  $18  billion  cannot  be  used  because  it  was  available  only 
through  March  31,  1992;  the  RTC  has  reserved  the  remaining  $2 
billion  to  pay  for  administrative  costs,  meet  liquidity  needs,  and  ad- 
just for  accounting  shortfalls  (see  Table  3  for  a  summary  of  the 
RTC's  funding  status  through  December  30,  1992). 
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TABLE  3.   STATUS  OF  FUNDING  FOR  THE  RESOLUTIONTRUST  CORPORATION 
THROUGH  DECEMBER  30,  1992  (In  billions  of  dollars) 


Source 

Appi 

ropria 

led 

Used 

Expired 

Remaining 

FIRREA  (August  1989) 

RTC  Funding  Act  (March  1961) 

RTCRRIA  (December  1991) 

Total 

50 
30 

25 

105 

50.0 

27.7 

6.7 

84.5 

0 

0 
18.3 

18.3 

0 

2.3 
0 

2.3 

SOURCE:  Congressional  Budget  Office. 

NOTES:     FIRREA  =  Financinl  Inslituiions  Reform,  Recovery,  and  Enforcement  Act  of  1989;  RTCRRIA  = 
Resolution  Trust  Corporation  Refinancing,  Restructuring,  and  Improvement  Act  of  1991. 


For  the  years  beyond  1993,  when,  under  current  law,  the  RTC 
will  no  longer  be  accepting  new  institutions  to  close,  CBO  assumes 
that  either  the  life  of  the  RTC  will  be  extended  once  more  or  its 
successor — the  Savings  Association  Insurance  Fund — will  be  given 
sufficient  resources  on  a  timely  basis.  CBO  estimates  that  disburse- 
ments for  insurance  losses,  including  administrative  costs,  will 
total  about  $51  billion  over  the  1993-1998  period.  This  estimate  re- 
flects the  projected  failure  over  the  six-year  period  of  thrifts  with 
$225  billion  to  $300  billion  in  assets.  Most  of  the  losses  are  pro- 
jected to  occur  between  1993  and  1996,  at  a  rate  of  roughly  $10  bil- 
lion a  year.  Although  we  expect  that  losses  in  1997  and  1998  will 
be  smaller,  they  may  still  be  significant,  because  excess  capacity 
and  competition  from  other  types  of  financial  institutions  are  likely 
to  put  continued  strain  on  the  thrift  industry. 

CBO  estimates  that  net  outlays  by  the  RTC  and  the  SAIF  will 
total  about  $2  billion  over  the  1993-1998  period  (see  Table  1).  Out- 
lays will  be  negative  in  1993,  because  no  spending  authority  has 
been  provided  and  receipts  from  the  sale  of  assets  will  exceed  any 
spending.  Assuming  that  funding  is  made  available  this  spring,  we 
project  that  net  outlays  by  the  RTC  and  the  SAIF  will  total  about 
$17  billion  over  the  1994-1996  period,  before  turning  negative 
again  in  1997  and  1998  as  losses  for  thrift  failures  decline.  In  addi- 
tion, the  FSLIC  Resolution  Fund  will  spend  an  estimated  $7  billion 
during  this  period  on  final  resolution  of  institutions  that  failed  be- 
fore 1989. 

Besides  Treasury  appropriations,  the  only  source  of  funds  avail- 
able to  finance  the  outlays  are  insurance  premiums  that  thrifts  pay 
on  deposits.  If  the  SAIF  uses  these  insurance  premiums  (along 
with  cash  reserves)  to  pay  for  insurance  losses  and  administrative 
costs  over  the  1993-1998  period,  CBO  expects  that  the  Congress 
would  need  to  appropriate  about  $43  billion  to  the  RTC  or  the 
SAIF  or  both  to  cover  the  shortfall  in  losses  from  insolvent  thrifts. 
Using  all  available  funds  in  this  fashion  would  leave  the  SAIF  with 
negligible  resources  for  subsequent  needs,  and  the  fund  would  not 


99 

attain  the  targets  for  net  worth  specified  in  FIRREA.  If  the  goal 
of  the  Congress  is  to  build  the  SAIF's  reserves  to  $7.6  billion  by 
October  1,  1998,  then,  under  CBO's  baseline  assumptions,  it  will 
need  to  appropriate  approximately  $50  billion  to  cover  RTC  and 
SAIF  expenses  through  1998. 

Comparing  CBO  and  Bush  Administration  Estimates 

CBO's  analysis  suggests  that  the  final  costs  of  thrift  resolutions 
will  be  higher,  more  institutions  will  be  closed,  and  the  cleanup  job 
will  take  longer  than  the  Bush  Administration  anticipated  in  its 
January  1993  budget  statement.  In  contrast,  our  projections  of 
bank  failures  and  BIF  expenditures  are  more  optimistic  than  the 
Bush  Administration's.  For  all  deposit  insurance  activities,  CBO's 
estimates  of  net  outlays  over  the  1993-1998  period  average  about 
$1  billion  a  year  more  than  the  Bush  Administration's  projections — 
a  difference  well  within  the  estimating  accuracy  for  these  pro- 
grams. 

For  the  RTC  and  the  SAIF,  CBO  is  projecting  outlays  from  1993 
through  1998  that  are  $23  billion  above  the  Office  of  Management 
and  Budget  (0MB)  estimate;  most  of  the  difference  occurs  in  1995 
and  1996.  President  Bush's  January  1993  budget  release  does  not 
reveal  the  Administration's  estimate  of  the  cost  of  the  savings  and 
loan  cleanup,  but  it  probably  reflects  losses  at  the  lower  end  of  the 
Administration's  previously  identified  range  of  $90  billion  to  $130 
billion  (in  1989  dollars).  This  estimate  would  be  somewhat  below 
CBO's  present-value  estimate  (in  1990  dollars)  of  $120  billion. 

In  nominal  or  budget  dollars,  the  Bush  Administration  expected 
the  RTC  and  the  SAIF  to  pay  for  losses  totaling  $34  billion  through 
1998.  According  to  Administration  estimates,  if  insurance  pre- 
miums and  reserves  are  used  to  help  pay  for  these  losses,  appro- 
priations of  $23  billion  would  be  required  to  fund  the  remainder  of 
the  problem.  CBO  foresees  nominal  losses  of  $51  billion  through 
1998,  and  estimates  that  about  $8  million  in  insurance  premiums 
and  remaining  appropriations  for  losses  could  be  used  to  offset 
these  costs,  leaving  a  gap  of  $43  billion. 

The  Bush  Administration  lowered  its  estimates  of  the  losses  and 
outlays  for  the  Bank  Insurance  Fund,  but  they  remain  somewhat 
above  CBO's  projections.  In  its  budget  statement,  the  Bush  Admin- 
istration dropped  its  estimate  of  BIF  outlays  by  $3.6  billion  for 
1993  and  by  almost  $11  billion  over  the  1993-1996  period  com- 
pared with  OMB's  mid-session  estimates  last  summer.  These 
changes  roughly  parallel  CBO's  reestimates  from  last  August  to  the 
current  baseline.  Nevertheless,  CBO's  outlay  projections  are  about 
$15  billion  below  OMB's  estimates  for  the  1993-1998  period— an 
average  of  $2  billion  to  $3  billion  a  year.  This  divergence  stems  pri- 
marily from  differing  estimates  of  losses  on  case  resolutions  and 
disbursements  of  working  capital;  0MB  is  projecting  gross  losses  of 
$45  billion  over  the  1993-1998  period,  while  CBO  estimates  losses 
of  $37  billion  over  the  same  period.  In  either  case,  the  borrowing 
authority  that  has  already  been  provided  would  be  more  than 
enough  to  cover  BIF's  financing  needs  over  the  next  several  years. 
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The  Transition  from  the  RTC  to  the  SAIF 

Current  law  authorizes  the  Resolution  Trust  Corporation  to  con- 
tinue closing  insolvent  thrifts  that  are  in  receivership  or 
conservatorship  before  October  1,  1993.  Although  the  Savings  Asso- 
ciation Insurance  Fund  is  scheduled  to  assume  the  job  of  protecting 
depositors  in  failed  thrifts  beginning  in  fiscal  year  1994,  the  agency 
will  face  that  responsibility  with  a  modest  balance  of  about  $1  bil- 
lion. The  SAIF's  potential  liabilities  are  much  greater,  however.  If 
the  RTC  is  closed,  the  SAIF  will  receive  that  portion  of  the  esti- 
mated $51  billion  in  remaining  losses  not  paid  by  the  RTC.  Wheth- 
er the  RTC  or  the  SAIF  performs  these  resolutions  does  not  change 
the  need  for  appropriated  funds  to  carry  out  the  job. 

Beginning  in  1993,  all  thrifts  will  pay  assessment  premiums  to 
the  SAIF,  net  of  the  contributions  to  the  Financing  Corporation. 
Certain  banks  that  have  acquired  failed  thrifts  (commonly  known 
as  "Oakar  thrifts")  already  pay  to  the  SAIF  the  portion  of  their  as- 
sessments that  is  equal  to  the  ratio  of  thrift  deposits  to  bank  depos- 
its at  the  time  of  acquisition.  Annual  assessments  will  bring  in 
about  $1  billion  during  1993,  increasing  to  $1.4  billion  by  1998. 

FIRREA  and  subsequent  legislation  anticipated  that  the  SAIF 
might  need  Treasury  funding  to  build  sufficient  cash  reserves  and 
authorized  two  types  of  annual  payments  for  this  purpose.  One  au- 
thorization provides  for  a  payment  each  year  through  2000  equal 
to  the  difference  between  $2  billion  and  the  assessment  income 
paid  into  the  fund  that  year.  The  second  authorization  provides  for 
payments  to  maintain  the  net  worth  of  the  SMF  according  to  a  des- 
ignated schedule  starting  at  $1  billion  for  the  beginning  of  fiscal 
year  1993  and  increasing  to  $8.8  billion  for  the  beginning  of  fiscal 
year  2000. 

The  Federal  Deposit  Insurance  Corporation  has  authority  to  bor- 
row up  to  $30  billion  to  allow  the  Bank  Insurance  Fund  and  the 
SAIF  to  finance  insurance  losses.  Without  sufficient  funding  for  the 
RTC,  and  if  the  SAIF  assumes  responsibility  for  thrift  failures  be- 
ginning in  October  1993,  the  FDIC  probably  will  need  to  tap  that 
borrowing  authority  for  use  by  the  SAIF,  thereby  reducing  the 
amount  of  funding  available  for  the  BIF.  (Any  amount  that  the 
FDIC  borrows  on  behalf  of  the  SAIF  would  be  repaid  by  the  thrifts, 
not  the  banks.  The  amount  of  such  borrowing  would  be  constrained 
by  the  legal  requirement  that  the  FDIC  and  the  Secretary  of  the 
Treasury  agree  on  a  repayment  schedule.  This  schedule  must  show 
that  assessment  income  will  be  sufficient  to  pay  both  principal  and 
interest  on  the  loan.)  Under  the  assumptions  of  CBO's  baseline  pro- 
jections, the  BIF  would  not  be  tapping  any  of  the  $30  billion  au- 
thorized. 

Current  law  requires  that  the  SAIF  reach  a  reserve  ratio  of  1.25 
percent  of  insured  deposits  within  a  reasonable  period  of  time.  The 
FDIC  board  of  directors  has  approved  increases  in  the  SAIF's  as- 
sessment rate  that  will  raise  the  average  premium  from  23  basis 
points  to  about  26  basis  points.  Although  the  adjustments  to  pre- 
mium rates  will  help  to  correct  long-term  imbalances  in  expenses 
and  income,  the  FDIC  also  expects  that  the  SAIF  will  need  appro- 
priated funds  to  finance  short-term  losses. 
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Conclusion 

CBO  remains  cautiously  optimistic  that  the  additional  funds  pro- 
vided last  year  to  the  Bank  Insurance  Fund  will  be  more  than 
enough  to  carry  it  through  a  difficult  period  for  the  banks.  One 
threat,  previously  unforeseen  by  many  analysts,  is  that  some  of  the 
borrowing  authority  given  to  the  FDIC  to  ensure  sufficient  funds 
for  the  BIF  will  end  up  being  swallowed  by  the  SAIF.  That  could 
happen  if  the  Congress  and  the  Administration  fail  to  agree  on  re- 
newed funding  for  the  RTC,  leaving  an  expensive  backlog  of  failed 
thrifts  for  the  SAIF  when  it  takes  over  the  responsibility  for  resolv- 
ing those  institutions  from  the  RTC  in  October  1993. 

The  RTC  needs  additional  funding  to  carry  out  its  task  of  resolv- 
ing thrifts  that  have  already  failed  and  to  help  avert  demand  by 
the  SAIF  for  the  borrowing  authority  already  provided.  Failure  to 
provide  sufficient  funds  now  would  lead  to  a  weaker  industry  in  the 
long  run  and  to  an  insurance  fund  that  was  likely  to  spend  sub- 
stantially more  money  than  it  would  if  those  funds  were  provided 
expeditiously. 

CBO's  estimate  has  been  and  continues  to  be  that  a  significant 
portion  of  the  cleanup  of  the  thrift  crisis  remains  to  be  completed. 
The  improvement  of  the  thrift  industry  reflected  in  CBO's  new 
baseline  is  hardly  cause  for  complacency  or  for  further  delay  in 
funding.  The  longer  the  delay  in  closing  failed  institutions,  the 
more  expensive  it  will  be  to  both  the  taxpayer  and  the  economy  as 
a  whole. 
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